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1.  PP-o'e  20,   second  froni  last  line.     The  lussin^  page  nix-ioers  r.re 
155-lSl. 

2.  Page  52,  paragraph  237t  last  sentence.     Change  to  refid:  "(see 
pp.  89-90)." 

3.  Page  loU,  Crop  operc.tions,  corporations  finsncini',  e:ce:nption, 
Change  to  read:  ""l^(n),  Page  l6l(I])" 

h.    Page  IS6,  Insurrjice  coap.jiies  or  associations,  n:utu?l  hail, 
cyclone,  casualty,  or  fire,   ezemijtion.     Change  to  rep.d: 

1U(P) 
Page  loO(s)" 

I^iPORTi^T  1T0TIC5 

This  report  deals  only  'dth  Section  101(12)  of  the  P.evenue  Act 
of  19^1  concerning  Federal  tax  exemption  for  fanners'  cooperative 
:narl:etiiTg  and  purchasing  associations.    For  the  conv2nience  of  read- 
ers, ho'-'ever,  the  appendix  contr.ins  a.lso  the  tax  exe:n":tion  sections 
of  that  ACt  relating  to  other  t;ioes  of  far/aers'  orgo-nizations.  In 
the  case  of  farmers'  or  other  mutua.l  hr.il,  cyclone,  cr. sualty,  or 
fire  insurance  companies  or  associations.  Code  Section  101(11)  and 
the  applicable  regulations  are  reproduced  on  page  l5o.     It  should  "be 
pointed  out  that  this  Code  Section  vras  anended  enC  considerahly  axi- 
plified  in  the  Revenue  ACt  of  15^2.     This  .-ict  contains  no  ^raiendnients 
to  the  other  code  sections  in  the  a.ppendix.     On  page  153~^-55  there 
is  reproduced  Regulations  Section  IQ. 101-1  on  "proof  of  lixeinption,  " 
as  ejaended  by  T.D.  5125,  March  5»  19^'-2.     This  section  -ts  nj.:ended 
subsequently  by  T.D.  5177,  October  29,  I9U2,  and  by  T.D.  5235, 
i-iarch  1,  19^43. 
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Federal  income  taxation  has  been  in  continuous  effect  in  this  country 
■since  1913.     At  that  time  there  vere  only  about  6,000  farmers'  marketing 
and  purchasing  cooperatives.    Those  existing  -were  generally  small  and  the 
areas  of. operation  mostly  local.    Practically,  all  of  them  were  confined 
to  moro  or  less  sim'nle  undertakings. 

Today,  agricultural  producers  are  served  by  some  ?.0,000  cooperative 
organizations.     Their  v;ide  range  of  activities  includes  marketing,  pro-^ 
cessinfT,  purchasing,  insuring,  and  the  supplying  of  irrigation  water, 
electric  pov.'er,  and  telephone  services.    Among  these  are  nearly  11,000 
associations  occupied  nrimarily  in  the  cooperative  marketing  of  farm 
products  and  the  purchasing  of  farm  supplies. 

Many  of  the  marketing  and  purchasing  associations  engage  in  large-scale 
operations  and  have  complex  organizational  structures.     The  farm  products 
and  supplies  handled  through  them  during  the  1941-42  crop  season  had  a 
value  of  almost  three  billion  dollars.     It  is  estimated  that  more  than 
half  the  farmers  in  this  country  are  narticipants  in  some  piiase  of  coop- 
erative activity. 

The  enlarged  scope  and  volume  of  activities  have  increased  the  difficulty 
of  applying  the  federal  income  tax  statutes,  regulations,  and  decisions  to 
the  various  organizational,  legal,  contractual,  operating,  financial,  and 
accounting  procedures  of  both  taxable  and  nontaxable  fariaers'  cooperatives. 

(  This  report. analyzes  the  income  tax  statutes  and  their  interpretations, 
from  the  standpoint  of  the  more  common  problems  encountered  by  associa- 
tions of  farm  producers  engaged  in  cooperative  marketing,  purchasing,  and 
related  service  functions,  jit  is  intended  for  reference  use  by  coopera- 
tive officers  and  managers,  and  by  their  professional  advisers,  chiefly 
attorneys  and  public  accountants. 

In  addition  the  report  contains  much  of  interest  to  those  who  may  be 
seeking  general  information  on  some  of  the  operating  philosophies  and 
procedures  that  mark  the  cooperative  viay  of  doing  business* 

Tom  G.  Stitts,  Chief 
Coonerative  Research  and  Service  Division 
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IMPORTANT  HOT  icy, 

This  report  deals  only  with  Section  101(12)  of  the  Revenue  Act  of 
19^+1  concerning  federal  tax  exemption  for  farmers'  cooperative  market- 
ini^  and  purchasing  associations,    Tor  the  convenience  of  readers, 
however,  the  ppoendix  contains  also  the  tax  exen^tion  sections  of  that 
Act  relating  to  other  types  of  farmers'  organizations.     In  the  case  of 
farmers'  or  other  mutual  hail,  cyclone,  casualty,  or  fire  insurance 
companies  or  associations,  Code  Section  10l(ll*>    nd  the  applicable 
regulations  are  reproduced  on  page  16O.     It  shcjld  "be  pointed  out 
that  this  Code  Section  was  amended  and  considerahly  ajmplified  in  the 
Revenue  Act  of  19^+2.    This  Act  contains  no  amendments  to  the  other 
code  sections  in  the  appendix.     On  pages  153-155  there  is  reproduced 
Regulations  Section  I9. 101-1  on  "Proof  of  Exemption,"  as  amended  "by 
T,  D.  5125,  March  5,  19^2.    This  section  was  amended  suhsequently  hy 
T.  D.  5177,  Octoher  29,  19^2,  and  by  T.  D.  5235,  March  1,  I9U3. 
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APPLICATION  OF  THE  lEDSRAL  IlTCOIffi  TAX  STATUTES 
TO  PABMEHS'  COOPERATIVES 


George  J.  V/aas 
Principal  Business  Analyst 

and 

Daniel  G.  White 
Assistant  to  the  Chief 
On  leave  from  his  position  as  Vice  President 
of  the  Berkeley  Bank  for  Cooperatives, 
Berkeley,  California 

PAF.T  I 

GEiTERAL  INFOM^ATION 

Nature  of  this  Report 

1^ This  report  l/  arises  from  a  study  concerning  the  effect  on  agricu- 
tural  marketing  and  purchasing  cooperatives  of  the  Federal  income  tax 
statutes  and  their  official  interpretations.     Such  interpretations  are  rep- 
resented "by  the  income  tax  regulations  and  rulings  issued  "by  the  Treasury 
Department  and  its  Bureau  of  Internal  Revenue;  ,also.  "by  the  decisions 
rendered  in  cases  brought  before  the  Board  of  Tax  Appeals  and  tne  Federal 
courts . 

2.  The  conditions  under  which  the  described  cooperatives  are  entitled 
to  exemption  fron  the  payment  of  Federal  income  end  related  taxes  will  ba 
discussed,  as  well  as  the  extent  to  vhich  they  are  liable  for  income  tax- 
ation when  not  exempt.     (See  par.  6S9  for  an  outline  of  the  differences 
between  an  exempt  and  a  nonexompt  status.) 

Statutes  and  Regulations 

3.  The  Federal  statute  which  governs  the  tax  exemption  of  such  cooper- 
atives is' section  10l(l2)  of  the  Internal  Revenue  Code,  Revenue  Act  of 

1/  So3  a].so -Kultert ,  L.  Z. ,  Agricul  tural  . Cooperatives  and  Fcdrral  Income 
Taxes,  -^n  -addresr,  delivered.  At  Chicago,  111.,  November  10,  15^1.     12  pp. 
F.C.A.  Misc.  Rpt.  kh.  (Mimeographed.) 

Note  .-The  authors  acknowledge  wi"ch  keen  appreciation  the  helpful  counsel, 
particularly  on  legal  matters,  given  by  L .  S.  Hulbert,  liaison  attori^«y, 
Officer  of  the  Solicitor,  United  States  Department  of  Agriculture,  V/ashing- 
ton,  D.  C,  and  on  other  matters  by  Dr.  E.  A.  Stokdyk,  president,  Berkeley 
Bank  ifsr  Cooperatives,  Berkeley,  Calif.    Valuable  suggestions  and  assist- 
ance were  given  also  by  Charles  W.  Wilson,  counsel,  National  Cooperative 
Milk  Producers '  Federation,  Washington,  D.  C,  and  by  Samuel  Wilcox,  exam- 
iner. Civil  Service  Commission,  V/ashington,  D.  C.    Florence  C.  Bell,  01 
the  Cooperative  Research  and  Service  Division's  staff,  prepared  the  index 
and  assisted  oth-rwise  i\dth  editorial  suggestions  and  criticisms. 

(1)  Pars.  1-3 
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19^1  •    That  section  is  quoted  in  full  on  pages  1^^"!^^  herein,  for  refer- 
ence purposes.    Corresponding  sections  of  prior  revenue  r-cts  cover 
exemption  for  past  years.    The  terms  of  the  present  statute  have  rem?dned 
unchanged,  however,   since  193^* 

U.     Income  Tax  Regulations  IO3  issued  by  tho  Bureau  of  Internal  Revenue, 2/ 
pa.rtly  explain  and  interpret  the  income  tax  and  exemption  statutes.  The 
portion  of  such  regulations  which  applies  to  exemption  for  farmers'  mar- 
keting and  purchasing  cooperatives  is  reproduced  on  pages  1^6 -I'^^S  • 

5.  whether  or  not  a  formers'  association  qualifies  as  a  cooperrtive 
under  the  Capper-Vol stead  law,  the  I'p.rm  Credit  Act,  other  Jederrl  stf<tutes, 
or  any  State  la.w  is  not  of  controlling  significance  concerning  its  eligi- 
bility for  Tederal  income  ta.x  exemption.     That  is  determined  entirely  in 
accordance  vith  the  provisions  of  the  Internal  Revenue  Code. 

6.  Nonexempt  (th^t  is,  taxable)  farmers'   cooperatives  r.re  not  affected 
by  section  10l(l2),  but  come  entirely  under  the  other  pro\'-isions  of  the 
Internal  Revenue  Code  and  of  the  Bureau's  Income  Tax  Regulations  in  very 
much  the  same  manner  as  f.ny  taxable  business  corporation.    Emphasis  is 
placed  on  this  distinction  since  the  rules  applying  to  tax-exempt  organ- 
izations often  have  been  confused  by  cooperative  mraiagers  and  officers 
with  those  governing  taxable  associations.    Part  II  of  this  report  deals 
only  with  tax  exemption  matters,  while  Part  III  covers  the  factors 
affecting  nonexempt  organizations.     These  parts  should  be  considered  by 
the  reader  as  entirely  independent  of  each  other. 

Facts  and  Opinions 

7.  The  effect  on  income  taxation,  or  on  the  eligibility,  for  tax 
exemption,   of  many  operating  and  legal  situations  more  or  less  common 
to  farmers'  cooperatives  today,  is  not  clearly  or  definitely  known 
because  specific  rulings  have  not  been  made  yet  by  the  taxing  authori- 
ties on  those  pa.rticular  situations.    Until  such  rulings  or  decisions 
are  made  by  the  Commissioner  of  Internal  Revenue,  the  Board  of  Tax 
Appeals,  or  the  Federal  Coiirts,  all  suggested  solutions  must  be  con- 
sidered as  mere  opinions  of  what  will  be  held  ultimately. 

8.  While  a  good  part  of  this  report  ha.s  a  factufd  basis  emanating 
directly  from  the  provisions  01  the  Internal  Revenue  Code  and  its  offi- 
cial interpretations,   another  and  quite  substanti^il  part  represents 
merely  the  views  of  the  writers.     These  views  should  not  be  considered 
as  binding  in  any  way  upon  either  the  Farm  Credit  Administration,  the 
Treasury  Departm.ent,   or  the  Burea.u  of  Internal  Revenue.     In  fact,   it  is 
emphasized  that  in  deciding  upon  the  status  of  any  particular  associa- 
tion, the  Commissioner  conceivably  might  rule  at  variance  with  the 
genera..l  theories  expressed  herein. 


2/  United  States  Treasury  Department,  Bureau  of  Internal  Revenue. 
Regulations  IO3  relating  to  the  Income  Tax  under  the  Internal  Revenue 
Code.     862  pp.     Washington,  U.  S.  Government  Printing  Office,  I9U0. 
See  also  Supplements. 
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9.  Thus,  this  puolication  mr^.y  be  di sP.pucintin^:,  at  least  in  part,  to 
the  cooperative  nanaf^er  or  adviser  vho  is  seeking  a  yes-or-nc  answer  to 
his  questions  or  pro-olens.    Hovevcr,  when  leg-'l  or  oporrting  changes 
arise  which  create  a  doubt  as  to  an  orr;ani 7;?tion' s  continued  eligibility 
for  t£-x  exemption,  an  official  rolin;-;:  on  its  position  may  be  secured. 
This  is  aone  by  reporting  such  chsngss  in  detail  to  the  Commissioner  of 
Intern^J.  Revenue  (Taxpayers'  Ruling  Section)  at  VJashinfoton,  D.  C,  as 
described  in  paragraphs  6o,  66,  and  79-^1 .     Certainly  it  is  desir- 
able, if  not  nccesspjry,   so  to  report  any  of  the  situations  which  nro 
brought  under  question  herein. 

Organi  g-'ti  ons  Covered 

10.  There  c'.re  severrl  types  of'  companies  or  associations  whose  memr 
berships  are  composed  of  agricultural  producers.     The  scope  of  this 
report,  however,  is  confined  to  farmers'  cooperative  associations  which 
are  engaged  in  the  marketing  of  farm  products,  the  purchasing  of  farm 
supplies,  and  related  activities. 

11.  The  effect  of  the  Federal  income  tfix  statutes  on  nane?:empt  (tax- 
able) (cooperatives  of  that  type  is  discussed  in  part  III,  beginning  on 
page        .    Treated  in  part  II,  are  the  marketing  and  purchasing  cooper- 
atives eligible  for  tax  exemption  under  section  I0l(l2)  of  the  Internal 
Revenue  Code,  which  are  described  in  that  section  as  f'^llows: 

"Farmers',  fruit  growers',  or  like  associations..." 

12.  This  clause  is  interpreted  on  pages  237  £ind  239  of  Income  Tax 
Regulations  IO3  to  include  organizations  serving  all  t;^'pes  of  agric\il- 
tural  producers,  as  follows: 

"...for  farmers,  fr^ait  growers,  livestock  growers,  dairymen, 
etc. . . " 

13.  The  Pommissioner  hps  ruled  ^/  that  the  term  "like  associations" 
is  intended  to  refer  only  to  organizations  composed  of  producers  engaged 
in  occupations  similar  to  farming  and  fruit  gro\idhg.     In  some  of  the 
courts,   simdlar  decisions  were  rendered. U/    Accordingly,  the  Ccmmis-  ■ 
sioner  of  Internal  Revenue  has  refused  to  consider  public  consumers' 
cooperatives  eligible  for  exemption  under  this  section,  or  under  other 
sections  as  well,  of  the  exemption  lav;.    The  Board  of  Tax  Appeals 
upheld  the  Commissioner's  ruling. 2/    (See  par.  I26  regarding  shrubbery 
and  flower  m^arketing.     See  also  pars.  I25-I3O.) 


/  See  p.  239  of  the  reier^'nce  cited  in  footnote  2. 
/  Carden  Homes  Company  v.  Commissioner,  Sk  J.  2d  593  (1933)* 

Sunset  Scavenger  Co.,_I_iiC.  v.  Cou-j-iissioner ,        I.  2d  ^53  (1936)- 
ITationgl  Oitdoor  Advertising  Bur^.-au,  Inc.  v .  Helvering,  89  2d 

5./  Cooperative  Centrpl  Exchange  v.  Commissioner,  27  B.T.A.  17  (1952) 
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Other  Jlxempt  Farm  Groups 

14.     Some  other  types  of  farmers'  orgc.ni zations  or  companies  are  enti- 
tled to  tax  exemption,  also,  v/hen  operated  in  accordance  with  the  pro- 
visions of  other  sections  of  the  exemption  statute.     Such  organizations 
include  labor,  agricultural,  pjid  horticultural  associations;  local 
"oenovolent  life  insurance  associations,  mutual  Irrifiation  and  telephone 
companies,  and  like  associations;  farr.ers'  or  other  mutual  hril,  cyclone, 
casualty  or  fire  insurance  corappnies  or  associations;  and  corporations 
orgniiized  to  finance  crop  operations.     While  these  groups  are  not 
embraced  v,dthin  this  report,  the  sections  of  the  Irw  and  of  the  regula- 
tions applying  to  them  are  reproduced  for  reference  in  the  Appendix. 
(Seo  table  of  contents.) 

Objectives 

1-1.     The  purpose  of  this  publication  is  simply  to  set  forth  such  facts; 
principles,   rulings  and  other  information  as  may  be  useful  to  those  who 
are  interested  in  determining  the  status  of  agricultural  cooperative 
associations  under  the  Federal  income  tax  and  related  laws. 

lb.     In  almost  every  detail  the  principles  governing  exemption  from 
taxation  harmonize  with  the  views  of  the  Farm  Credit  Mministrat ion  as 
to  v;hat  constitutes  a  truly  mutual,   cooperative  type  of  organization. 
Since  the  Administration  advocates  that  ideal  form  for  farmers'  cooper- 
atives, it  does  to  that  extent  encourage  a  legal  and  opere.ting  struc- 
ture which  coincides  with  the  requirements  for  exemption. 

17-     As  a  part  of  its  authorized  functions,  the  Farm  Credit  Adminis- 
tration, throug-1  its  banks  for  cooperatives  and  otiier  agencies,  makes 
loans  to  farmers'  cooperative  associations-    Responsibility  for  the  col- 
lection of  such  loans  brings  about  a  very  real  interest  in  the  tax 
status  of  borrowing  cooperatives.     For  example,  the  safety  of  a  loan 
might  be  adversely  affected  if  an  indebted  association  which  is  thought 
to  be  exempt  should  be  found  liable  for  income  taxes  covering  a  number 
of  prior  years. 

Expanding  Cooperative  Movement 

18.     This  country's  agricultural  development  and  its  cooperative  move- 
ment in  general  have  received  a  great  forward  impetus  through  the  sound 
and  steadj'"  progress  of  farmers'  marketing,  purchasing  and  servicing 
associations.    The  war  effort  is  creating  an  enormous  stimulus  toward 
the  increased  use  of  such  cooperative  facilitias.     The  need  for  greater 
production  of  foodstuffs  and  fibres  is  accompanied  by  the  necessity  for 
their  more  efficient  processing,  handling  and  distribution.  Farmers' 
cooperative  associations  are  plriying  a  prominent  role  in  the  effort  to 
achieve  those  goals. 

19«     These  organizations  now  have  entered  a  successful  era  vhich  many 
believe  will  continue  for  years  to  come.    Their  operations  are  expand- 
ing and  becoming  more  diversified  each  day.     From  small  local  beginnings 
many  such  groups  now  operate  in  several  States;  others  do  a  national  and 
even  an  international  business.     From  single  associations  of  producers. 
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agricultur?,!  cooperr'tion  has  developed  into  federated  groups  of  associa- 
tions and  into  superfede rat ions  of  federated  groups. 

20.  This  progress  has  produced  ari  increased  cOi-nplexity  in  the  "business 
activities  of  coopsrativas ,  vith  m^^ny  new  operating  and  legal  methods 
v/hose  effect  on  the  ta:>:  status  of  the  organi zotions  never  has  "been 
reviev/od  officially  "by  the  taxing  authorities.    Perhaps  these  factors, 
along  v.'ith  the  increased  importcJice  of  income  t-^xation  "because  cf  the 
trend  toward  higiier  rates,  ha,ve  caused  the  unusual  interest  which  is  "being 
manifested  in,  .this  su'bject  "by  those  who  are  guiding  the  <?ffairs  of  such 
ent-irprises . 

Warti:ne  Urrencies 

21.  Kany  farin  cooperatives  today,  under  stress  of  the  war  emergency, 
have  ;indertaken  abnormal  and  unusual  types  of  activities.     Numbers  of 
fnem  are  delivering  food  and  other  supplies  to  the  armed  services  and  to 
other  governmental  agencies,  or  are  handling  and  processing  food  products 
for  shipment  abroad  under  tne  lend-lepse  progr-m.     The  effect  cf  these 
special  activities  on  the  tax  exemj..tion  eli.jibility  of  farm  cooperative 
associations  remains  to  be  determined.     (For  a  further  discussion  cf  this 
subject  see  pars.  22^-22^^ A..) 

Appeals  and  Suits 

22.  The  broad  principles  and  conditions  governing  income  taxation  and 
exemption  therefrom  are  set  forth  by  Congress  in  the  Internal  Revenue 
Code.     The  Secretary  of  the  Treasury  and  the  Commissioner  of  Internal 
Revenue,  charged  with  administration  of  the  Code,  develop  regulations 
and  rulings  to  express  their  interpretations  and  to  support  their  levy 
of  tax  deficiency  assessments. 

23.  Upon  audit  of  income  tax  returns,  locf-1  .revenue  agents  might 
determine  thp,t  pii  additional  tax  is  due.     If  the  taxpayer  disagrees  with 
the  agent's  findings,  hearings  m?y  be  had  before  the  local  internal  rev- 
enue agent  in  charge  .:'nd  thence  before  the  Income  T,^x  Unit  at  Washington, 
'D.  C.     Should  these  hearings  result  negatively,  the  Commissioner  of 
Internal  Revenue  then  v;ill  formelly  notify  the  taxpayer,  issuing  what  is 
kno\rm  as  a  tax  deficiency  assessment. 

2^»    Within  90  days  after  such  notice,  and  before  payment  of  the 
claimed  tax,  an  appeal  may  be  mode  to  the  Board  of  Tax  Appeals  for  a 
redetermination  of  the  assessment.     If  the  Board's  decision  confirms  the 
deficiency,  the  taxpayer,  if  so  desired,  may  petition  within  3  months 
for  a  review  of  the  decision  before  a  circuit  court  of  appeals,  and 
finally,  upon  certiorari,  before  the  United  States  Supreme  Court.  V/hen 
cases  are  appealed  to  the  Board  and  an  ad.verse  decision  is  rendered,  the 
taxpayer  may  not  bring  suit  for  recovery  of  the  tax  v/here  it  v/as  paid 
after  the  Board's  decision.     On  the  other  hand,  the  taxpayer  may  elect 
to  forego  an  appeal  before  the  Board  and  when  this  is  done,  the  tax 
deficiency  may  be  paid,   a  claim  for  tax  refund  filed,  and  a  suit  then 
brought  for  recovery  of  the  tax  in  the  Federal  District  Court  or  before 
the  Court  of  Claims. 
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25'     The  preliminary  procedures  available  to  a  cooperative  association 
whose  claim  for  tax  exemx^tion  is  denied  or  whose  tax-exempt  status  is 
revoked,  are  detailed  in  para^aphs  82-8U.     If,  after  the  hearings 
described  in  those  paragraphs,  the  Commissioner's  adverse  ruling  still 
stands,  a  cooperative  then  may  appeal  to  the  Board,  but  before  so  doing, 
it  must  file  tax  returns  for  the  year  or  years  demajided  by  the  Commis- 
sioner.    In  such  an  instance,  the  cooperative  proba.bly  would  desire  to 
file  the  returns  in  a  v/ay  that  shows  no  tax  liability,  in  accordance 
with  the  belief  that  it  is  eligible  for  tax  exemption.     The  Commissioner 
then  would  send  a  tax  deficiency  assessment  notice  to  the  cooperative 
ba.sed  upon  what  he  believes  to  be  the  taxable  income.    Only  at  that 
point ,  and  prior  to  actual  payment  of  the  tax,  may  aji  appeaJ.  for  redeter- 
mination of  the  deficiency  be  made  to  the  Board.    A  petition  for  sub- 
sequent review  in  the  Tederal  Courts  may  follow,  as  outlined  in 
paragraph  2^. 

26.  The  details  of  procedure  before  the  Board  and  the  Courts  consti- 
tute a  subject  of  rather  involved  and  voliiminous  proportions  which  is 
not  intended  to  be  covered  in  this  report.    A  number  of  publications 
exist  on  this  phase  of  tax-law  practice. 

Commissioner's  Prerogatives 

27.  While  the  decisions  of  the  Board  of  Tax  Appeals  supersede  the 
Commissioner's  ru].ing  in  any  particular  case,  he  is  not  bound  to  follow 
those  decisions  v.hen  ruling  on  other  cases  of  a  similar  nature.     It  is, 
therefore,  the  Commissioner's  practice  to  publish  in  the  Internal  Reve- 
nue Bulletin  (issued  weekly)  his  acquiescence  or  nonacquiescence  in  the 
Board's  decisions,  thus  indicating  his  possible  future  course  of  action. 
In  like  manner,  the  Commissioner  is  not  bound  to  fellow  in  similar 
future  cases  any  decisions  handed  down  by  the  Federal  courts,  other  than 
the  Supreme  Court.     Except  in  rare  instances,  publication  is  not  made  of 
the  Commissioner's  intentions  regarding  his  future  application  of  court 
decisions . 

Commissioner's  Hulings 

23.    Moreover,  the  Commissioner's  ov.n  rulings  may  not  be  relied  upon 
to  furnish  an  absolute  and  definitive  precedent  for  future  rulings  in 
cases  that  appear  similar.     This  feature  is  indicated  in  the  following 
quotation  from  the  standard  notation  appearing  on  all  Internal  Revenue 
Bulletins: 

"The  rulings  reported  in  the  Internal  Revenue  Bulletin  are  for  the 
information  of  taxpayers  and  their  coiinsel  as  showing  the  trend  of 
official  opinion  in  the  administration  of  the  Bureau  of  Internal  Rev- 
enue; the  rulings,  other  than  Treasury  Decisions,  have  none  of  the 
force  and  effect  of  Treasury  Decisions  and  do  not  commit  the  Depart- 
ment to  any  interpretation  of  tho  law  which  has  not  been  formally 
approved  and  promulgated  by  the  Secretary  of  the  Treasury.  Each 
ruling  embodies  the  administrative  application  of  the  law  and  Treas- 
ury decisions  to  the  entire  state  of  facts  upon  which  a  particular 
case  rests. 
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"It  is  especially  to  "be  noted  that  the  same  result  will  not  neces- 
sarily "be  reached  in  another  case  unless  all  the  material  facts  are 
identical  with  those  of  the  reported  case.    As  it  is  not  always  feasi- 
ble to  publish  a  complete  statement  of  the  facts  underlying  each 
ruling,  there  can  "be  no  assurance  that  any  new  case  is  identical  with 
the  reported  case.     As  bearinf!;  out  this  distinction,  it  may  "be 
observed  that  the  rulings  published  from  time  to  tim.e  may  appear  to 
reverse  rulings  previously  published...'.' 
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PART  II 

TAX-EXEMPT  rAEMERS"  COOPSRATIYES 
Tax  Legislation  History 

Early  Income  Taxes 

29.  "The  income  tax  is  "by  no  means  a  new  thing.     It  is  as  old  as  the 
tithes  of  Pihlical  times,  and  appeared  later  in  the  Roman  ostimo,  the 
Jrench  dixieme,  and  the  English  tenth..."  6/    A  levy  sonevhat  si.nilar  to 
iho  modern  idea  of  income  taxation  had  its  inception  in  England  in  1379 'J./ 
-hat  country  in  1799  adopted  a  system  of  taxation  v/hich  is  generally 
regarded  as  the  "beginning  of  the  modern  form  of  income  taxation, 

Inited  States  Legislation 

30.  Income  taxation  wa.s  first  proposed  for  the  United  States  in  1812 
as  a  means  for  financing  the  w.?t  with  England,  "but  the  proposal  v;rs  not 
adopted.    Again  the  e^cigcncy  of  war,  this  time  the  Civil  Wrar,  "brought 
forv;ard  another  movement  to  tax  incomes.     The  Direct  Property  Tax  Act  of 
August  5»  I86I,  imposed  a  modest  t?;x:  of  3  percent  on  the  excess  of  all 
incomes- over  $300.     This  tax,  however,  never  was  collected  es  the  law 
was  repealed  "by  the  Act  of  July  1,  I862.    T3:e  letter  ret,  itself,  levied 
a  tax  of  3  percent  on  certain  incomes  and  5  percent  on  higher  incomes, 

31.  Income  taxation  continued  in  effect  until  IS7I  when  the  Act  of 
July  1^,  1870  expired  pnd  was  not  re-enacted.     There  then  v;as  a  lapse  of 
23  years  "before  another  Income  tax  "became  effective  with  the  Act  of 
Aw^ust  2S,  189^.  '  It  went  into  effect  on  January  1,  1895,  wi"th  a  tax  of 
2  percent  on  corporate  profits  and  or.  the  net  income  of  individuals  in 
excess  of  a  personal  exemption  of  $U,000.     The  Act  v;as  short-lived,  how- 
ever, for  it  was  declared  unconstitutional  in  March,  lo55>  through  a 
decision  of  the  Supreme  Court. 8_/ 

32.  Fifteen  years  elapsed  "before  the  enactment  of  a  corporation  excise 
tax  in  1909.     "The  corporation  excise  was  a  very  mild  and  limited  form  of 
special  income  tax,  called  en  excise  to  avoid  constitutional  restrictions,' 
according  to  one  pu"bli cation The  Constitution's  Sixteenth  Amendment, 
which  was  ratified  on  Ec"bruary  3»  1913.  gave  definite  validity  to  the 
generpl  taxption  of  income.     The  Eederal  Government  h-as  used  that  form  of 
taxation  continuously  since  1913* 

6/  Eosa,  Charles  D.    The  Theory  and  Practical  Ap-)lication  of  a  State 
Income  Tax.     Indiana  Earm  Bureau  Federation,  I926.     See  p.  U  thereof. 

2/  Mills,  Mark  Carter,  and  Starr,  George  il,    Headings  in  Pu"blic  Finance 
and  Taxation.     823  PP.    --v  Tcrk,  Tiie  MrcMillan  Conp3.ny,  1932.    See  p 
thereof, 

8/  Pollock  V.  Farmers'  Loan  &  Trust  Coit^ajiy.     I57  U.S.  ^29;  I58  U.S.  60I 
(1895TT~" 

^/  3lakey,  Roy  G.,  and  Gladj^s  C.    Founders  and  Builders  of  the  Income 
Tax.     lr.,T'..>-   Cli^r.^^,..,Ooi:^'^.Tce  Clearing  House,  19^-0.     See  p.  9  thereof. 
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Exemption  Provisions 

53.    The  Acts  of  1909  and  1913  "both  exempted  certain  types  of  nonprofit 
ooncerns  from  incoma  taxation,  including  "agricultiiral  ort?ni zatione , " 
In  the  succeeding  revenue  r.cts,  the  exemption  provisions  were  gradually 
augnented  and  clarified.    Each  revision  broadened  the  range  of  exemption 
eligitility  for  agricultural  organizations.     In  I926  Congress  practically 
rewrote  the  entire  section  concerning  the  exemption  of  farmers'  coopera- 
tives.   With  "but  one  slight  addition  made  in  193^»  1*  so  stands  today  as 
section  101  (12)  of  the  Internal  Revenue  Code,  Revenue  Act  of  19^4-1. 

Revenue  Act  of  l^Ul 

3^-     The  px-'esent  act  has  I9' different  sections  granting  exenrptions  to  a 
variety  of  nonprofit  orgrinizations .     In  addition  to  farmers'  cooperatives  ^ 
these  include  such  activities  as  fraternal  t^enefici.ary  i?ccletlerj ,  labor 
rjil:nP,  t'liliing  mi  lorn  p.? jociations ,  charitable  and  religious  corpora- 
tions, educational  institutions,  hospitals,  "business  leagues,  clubs, 
certain  mutual  companies,  etc.     It  is  estimated  that  approximately  300,000 
such  organizations  have  sociired  exersption, 

35.    There  are  now  more  than  15,000  agricultural  cooperative  associations 
and  mutual  companies  in  this  country,  most  of  which  are  believed  to  ha-ve 
secured  letters  of  exemption.    While  the  exact  number  of  these  exemptions 
is  not  known,  it  obviously  is  very  small  when  compared  with  the  afore- 
mentioned totaj-  of  300,000. 

Why  Exer.-ption? 

3^"i     Congress ,  it  is  assumed,  saw  fit  to  grant  exemption  to  the  foregoing 
types  of  nonprofit  organizations,  when  they  operate  in  a  prescribed  man- 
ner ,  probably  for  the  reason  that  their  existence  is  considered  beneficial 
to  the  general  public  welfare.    V/hetber  the  privilege  of  tax-  exemption  is 
of  any  great  tangible  value  or  advantage  to  fexmers'  cooperatives  is  next 
discussed. 


pars.  33-36, 


-  10  - 


Hew  Valuable  Is  Tax  Exemption 
to  Fanners'  Cooperatives? 

Effect  of  Present  Tax  Pates- 

37.     The  Govern.'nent ♦  s  tremendous  expenditures  for  defense  and  war  pur- 
poses have  forced  the  imposition  of  higher  rates  for  Federal  income  taxes. 
Some  idea  of  the  effect  of  the  1941  rates  may  be  gained  vjhen  it  is  realized 
that  a  taxcble  corporation  which' in  that  year  had  a  statutory  net  income 
of  .f.100,000  was  subject  to  Federal  income,  excess  profits,  and  capital 
stock  taxes  which  might  have  amounted  to  more  than  |45,000.    The  Revenue 
Act  of  1942  introduced  still  higher -rates.    Under  that  Act  normal,  surtax, 
and  excess-profits  taxes  are  imt)osed  up  to  a  maximum  in  certain  cases  of 
80  percent  of  the  surtax  net  income,  less  a  po3t-v;ar  credit  of  10  percent 
of  the  excess-profits  tax. 

Limited  Advantare  to  'Cooperatives 

33,     In  one  sense  the  foregoing  tax  illustration  may  be  taken  to  indicate 
the- advantage  or  value  of  exemption  to  a  farmers'  cooperative  association. 
From  another  viev^point,  ho^^ever,  that  conclusion  is  quite  inaccurate. 
This  is  so,  because  it  is  entirely  poGsible  for  those  associations  to  be 
organized  and  or)erated  in  such  a  v.'ay  as  to  have  little,  if  any,  taxable 
incom.e.     (This  is  further  explained  in  par.  r^58  and  others  follovjing.) 

39.  Stated  otherv'ise,  if  tax  exemption  were  abolished,  many  farm  coop- 
eratives vvhich  legally  and  operatively  follov^ed  certain  rules  and  princi- 
ples would  be  immune  from  income  taxation  through  the  absence  of  statutory 
income.    This  is  particularly  true  of  marketing  associations  operating  on 
a  pooling  basis  or  on  other  agency  plans.    Other  types  of  cooperatives 
could  minimize  their  taxable  income  considerably  by  following  certain 
leffitim.ate  procedures  as  detailed  in  part  TIT  of  this  publication.  Those 
procedures  are  available  not  only  to  farmers'  cooperatives,  but,  as  well, 
to  any  business  concern  if  it  agrees  in  advance  vjith  its  patrons  to  make 
refunds  in  proportion  to  patronage . 10/     (See  par.  563.) 

40.  The  rules  and  procedures  mentioned  are  entirely  compatible  with 
true  cooperative  principles.    Thus,  while  tax  exemption  itself  means  little 
to  a  cooperative  associaxion,  its  adherence  to  a  bona  fide  m^utual  plan  of 
organization  and  operation  is  of  great  value.    Such  a  plan  results  in  the 
absence,  or  at  least  the  minimization,  of  income  on  vjhich  an  association 
may  be  taxed  under  the  Federal  statutes. 

Som.e  Definite  Advantages 

41.  V.'hether  an  or;";aniz3tion  is  tax-exempt  or  net,  its  distribution  of 
business  proceeds  to  any  concern  or  person  ordinarily  increases  the  latter' s 
taxable  incomie,  if  the  concern  or  pe^^son  is  subject  to  taxation.  Such 
distributions  include  dividends  on  capital  shares,  as  well  as  patronage 
refunds  or  credits.     (See  also  pars.  306-313.)     S^cemi^t  associations  which' 
pay  dividends  on  capital  shares  have  a  definite  advantage  over  nonexempt 
cooperatives  in  that  the  latter  are  taxed  on  the  income  represented  in 

such  distributions,  which  are  taxable  again  in  the  hands  of  the  reci-^ients. 

10/  ."ee  Uniform  "^rintlrc  ^   Supply  ::o.  v.  Cormi ssioner ,  38  F.      2d  75  (1937)  . 
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Another  advantage  exists  in  that  nonexempt  organisations  cannot  avoid 
income  taxation  on  extraneous  (nonoperating)'  or  capital  gains.  (See 
pars.  577-679.) 

42.  All  taxable  associations  or  cornorations ,  'of  course,  are  assessed 
for  ctht-r  tyoes  of  Federal  taxes,   principally  the  capital  stock  tax.  The 
amount  of  the  latter,  hovjever,  is  usually  small.     Incidentally,  the  capital 
stock  tax  must  be  paid  by  all  cooperative  asr.ociatioilc  which  are  not  exempt 
from  Federal  income  taxation,  whtther  they  ar&  orgnniz'cd  on  a  capital  stock 
plan,  or  on  a  nonstock  plan.    That  tax  is  leviod  initially  on  a  declared 
valuation  of  net  v.-orth. 

43.  An  exempt  cooperative,  of  course,  also  has  the  edvantage  of  not 
being  required  to  -nrepare  annual  income  and  capital  stock  tax  returns. 
(For  a  comparison  of  all  factors,  see  the  diagram  on  pn.  I5O-I9I.) 

State  Taxes'  and  Fxftmptions 

44.  The  tr-,xes  described  in  paragraph  37  do  not  include  local  income 
taxes  v;hich  are  assessed  by  many  of  the  States.    A  number  of  the  latter 
have  pi'ovisions  in  their  statutes  vhich  are  similar  to  those  contained  in 
the  Federal  exemption  lav...     Ordinarily  this  means  that  if  an  association 
is  exemrt  under  the  Federal  la;v,  it  is  likev;lse  c^xempt  from  local  income 
taxation  in  certain  States.     Some  of  the  local  requirements  for  exemption 
are  less  exacting  than  the  Federal  regulations.     On  the  other  hand,  a 
number  of  thc;  States  do  not  grant  income  tax  exemption  to  farmers'  coop- 
eratives. 
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General  Rijles  for  Securing  and 
Maintaining  a  Tax-Exempt  Status 

Is  Exemption  Autoraatic? 

U5.     It  has  "been  stated  often  that  exenrption  from  the  filing  of  Federal 
income  tax  returns  and  from  the  payment  of  such  tax  is  not  automatic  and 
to  "be  secured  must  "be  applied  for  to  the  Commissioner  of  Intern^^l  Revenue. 
Technically,  hov/ever ,  exemption  is  granted  only  "by  the  statute  itself. 
The  Commissioner  merely  affirms  or  denies  the  applicajit's  eligibility 
therefor. 

Delayed  Application 

4bi Furthermore ,  an  organization's  eligibility  for  exemption,  or  its 
right  to  secure  affirmation  thereof,  is  not  in  ajny  wa;y  impaired  "by  delay 
in  making  a.pplication  to  the  Commissioner,  nor  is  there  ejiy  f?ppa,rent 
penalty  for  such  delay.    A  farmers'  cooperative,  therefore,  nay  rpply  for 
and  receive  an  authentication  of  its  exempt  status  effective  for  any  num- 
"ber  of  past  years,  provided  it  can  show  proper  detailed  proof  of  eli'bi"bility 
for  each  of  such  yesxs.     (But  see  ppjr .  ^3-) 

hj .     Nevertheless,  cooperatives  which  desire  to  have  their  status 
affirmed  are  urged  not  to  rely  upon  the  privilege  descri"bed;  rr>ther,  they 
should  make  formal  application  as  soon  as  possi"ble.    This  is  desira'ble 
particularly  "because  it  ife  quite  impossi'ble  in  many  instances  to  forecast 
accurately  whether  the  Commissioner  will  rule  an  organization  is  eligi'ble 
or  ineligible. 

Tax  Refunds 

'■t-8.    A  farmers'  cooperative  organization,  eligible  for  exemption,  which 
has  operated  in  accordance  with  the  requirements  for  exemption,  may  secure 
a  refund  of  Federal  income  and  related  taxes  which  were  paid  in  tho  erro- 
neous belief  that  the  concern  was  taxable.     Such  refunds  may  be  applied 
for  not  later  than  3  years  from  the  filing  date  of  the  tax  return,  or 
within  2  years  from  the  time  the  tax  was  pa.id,  according  to  section  322 
of  the  Internal  Revenue  Code  of  I9U1. 

.    When  taxes  are  paid  a.s  the  resiilt  of  a  deficiency  assessment  made 
by  the  Commissioner  of  Internal  Revenue,  their  refund  is  possible  only  as 
the  result  of  successful  suit  for  recovery  in  the  Federal  Courts,  unless, 
upon  redetermination,  the  Commissioner  decides  that  such  taxes  were  erro- 
neously or  illegally  assessed  and  collected.     (See  also  pars.  22-26  and 
82-3^.) 

Application  Details 

50.  Farm  cooperatives  wishing  to  have  their  eligibility  for  ta,x  exemp- 
tion confirmed  should  secure  and  fill  in  the  Treasury  Department's 

Form  1028,  entitled  "Q,uestionnadre , "  which  is  designed  to'indicate 
whether  the  organization's  legal  and  operating  struct'ire  conforms  vith 
the  statutory  requirements  for  exemption. 

51.  When  completed,  the  application  should  be  subscribed  and  sworn  to 
by  an  officer  of  the  cooperative  a.nd  then  forwarded  to  the  Collector  of 
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Internal  Revenue  for  the  district  in  which  the  principal  place  of  "business 
or  principal  office  of  the  organization  is  located,  (Forn  blanks  nay  "be 
olDtained  from  the  Collector's  office.)  It  is  desira^blc  that  the  question- 
naire, jForni  1028,  "be  accompanied  "by  a  letter  in  which  pertinent  additional 
inforr.-^tion  may  "be  given.  A  copy  of  such  data  and  of  the  letter  should  "be 
retained  by  the  association  and  should  "be  carefully  preserved  for  convenient 
reference  throughout  the  association's  entire  existence. 

Letters  of  Exenption 

52.     It  is  the  Collector's  duty  to  forward  the  corapleted  Questionnaire 
to  the  Goiwaissioner  of  Internal  Revenue  (Taxpayers'  Ruling  Section)  at 
Washington,  D.  C.     If  the  application  is  approved,  the  Conuaissioner  then 
commnicates  this  informp.ticn  to  the  applicant  in  what  is  known  as  a 
letter  of  exemption.     (A  "better  name  would  be  letter  of  exemption  con- 
firmation.)    That  letter  should  be  carefully  preserved  in  the  same  manner 
as  described  in  paragraph  ^1.    Many  cooperative  associations  have  care- 
lessly mislaid  these  important  certificates  and  by  so  doing  are  sometimes 
embarrassed  or  hampered  in  proving  their  tax-exempt  status,  when  occasion 
demands . 

53'    After  receipt  of  such  a  letter  it  is  not  necessary  for  the  asso- 
ciation to  file  income  or  capitcl  stock  tax  returns,  nor  to  pay  those 
taxes,  so  long  as  the  conditions  of  exemption  continue  to  be  fulfilled. 
I s suance  of  the  Commissioner's  letter  normally  takes  from  10  to  60  days . 
In  the  instance  of  a  newly  formed  cooperative,  however,  the  Commissioner 
usually  withholds  approval  until  the  applicant's  books  are  closed  for  the 
first  accounting  period.    This  is  to  permit  an  observatirn  of  the  actual 
operating  procedures  and  to  determine  the  settled  financial  structure. 

Other  ExnmptionG 

5^+[    A  farmers'  cooperative  association  which  is  exempt  from  rcdoral 
income  taxation  under  section  10l(l2)  of  the  Internal  Revenue  Code  is 
also,  by  statutory  grace,  deemed  simultaneously  exempt  from  the  payment 
of  certain  other  Federal  teixes,  namely,  the  excess-profits  tax,  the 
capital  stock  tax,  the  documentary  stamp  tax,  and,  to  a  very  limited 
extent,  the  social  security  tax. 11/ 

Extreme  Care  Essential 

55 •     Careful  attention  should  be  given  to  every  question  cr  request  on 
the  questionnaire  (Eorm  102S) .     In  particuldr,  associations  should  not 
overlook  sending  in  the  requested  copies  of  financial  statements,  charter, 
bylaws,  etc.     If  exemption  is  claimed  for  more  than  one  past  year,  a 
separate  application  (Eorm  IO28)  must  be  submitted,  along  with  the 
described  papers,  for  each  such  year. 

56.     It  cannot  be  emphasized  too  strongly  that  the  information  given 
on  the  form  should  be  accurate  and  complete.    Any  person  who  wilfully 
prepares  or  assists  in  the  preparation  of  a  false  or  fraudulent  return, 

11/  Eor  details  of  exemption  from  social  security  taxation,  see 
Hulbert,  L.  S.     Summary  of  Oases  Relating  to  Farmers'  Cooperative  Asso- 
ciations, F.G.A.     Summary  Ho.  10.     23  pp.    June  19^1.  (Mimeographed.) 
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affidavit,  cr  claim  in  connection  with  any  matter  arising  tinder  the 
internal  revenue  laws  "shall  be  ^ilty  of  a  felony,  and,  upon  conviction 
thereof,  be  fined  not  more  ihan  $10,000,  or  imprisoned  for  not  more  than 
5  years,  or  both,  together  with  the  costs  of  prosecution . "12/ 

57«     ^he  Commissioner's  letter  confirms  eligibility  for  exemption 
entirely  on  the  basis  of  the  applicant's  reported  information.     If  such 
data  are  inaccurate,  incomplete  or  false  so  as  to  conceal  factors  of 
ineligibility,  the  concerned  crgpiii zation  is  legally  taxable  even  though 
it  has  received  a  letter  of  exemption. 

Continuance  of  Exemption 

53.     In  like  manner,  exemption  continues  only  so  long  as  the  organiza- 
tion's legal  structure  and  operating  methods  do  not  change  so  as  to  con- 
flict with  the  statutory  reo^uir ements  .    Many  cooperative  managers  have 
not  realized  the  restricted  significance  of  the  Commissioner's  letter  of 
exemption.     They  simply  filed  it  away  and  proceeded  to  forget  all  about 
the  matter,  erroneously  considering  the  letter  as  a  sort  of  blanket 
authority.     In  other  cases,  new  managers  and  new  directors  came  into 
office  without  being  informed  at  all  of  the  requirements,  or  even  of  the 
existence  of  tax  exemption. 

59'     Such  situations  make  it  possible  for  an  association  holding  a 
letter  of  exemption  to  drift  gra.dually  and  unintentionally  into  a  non- 
exempt  position  in  which  it  might  continue  for  a  number  of  years  without 
discovery  of  the  true  status.    When  the  Commissioner  finally  learns  of 
the  facts,  he  is  then  obliged  to  revoke  the  letter  of  exemption  retro- 
actively and  call  for  the  filing  of  income  and  capital  stock  tax  returns 
for  each  of  the  bacK  years  concerned.    There  will  follow  an  assessment 
of  taxes  for  such  years,  with  penalties. 

Oornpliance  Determination 

The  letter  of  exemption  specifically  charges  its  holder  with  the 
responsibility  for  reporting  to  the  Commissioner  whenever  any  significant 
changes  are  made  in  the  legal  or  operating  procedures.    While  this  some- 
what resembles  what  may  be  termed  the  honor  system,  it  should  not  be 
overlooked  that  the  Eureau  has  the  right,  which  incidentally  it  often 
exercises,  of  examining  the  books  and  affairs  of  any  organization  to 
determine  if  its  eligibility  has  been  maintained  and  still  is  intact. 
In  fact,  express  provision  is  made  for  this  action,  in  the  following 
langua.ge  taken  from  Regulations  103,  V^S^  230: 

"Collectors  will  keep  a  list  of  all  exempt  corporations  [located  in 
their  respective  districts]  to  the  end  that  they  may  occasionally  in- 
quire into  their  status  and  ascertain  whether  or  not  they  are  observing 
."the  conditions  upon  which  their  exemption  is  predicated." 
[Bracketed  wording  added.] 

l^/Q,uoted  from  section  3793  (a)(b),  Internal  Revenue  Code.     See  also 
iP.  I2.h  of  Income  Tax  Regulations  103  • 
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61.  Under  a  Treastiry  ruling  (T.D.  5125 )  issued  March  5,  I9U2,  some 
classes  of  exempt  concerns,  not  includinjr:  farm  coQ-peratives ,  are  there- 
after obligated  to  file  an  annual  information  return  (Torm  990) »  submit- 
ting sworn  proof  of  their  continued  eligibility  for  exenrption.     There  is 
some  feeling  that  this  procedure  may  be  extended  eventually  to  embrace 
agriculturr-l  associations  exempt  under  section  10l(l2)  01  the  Code. 

Measured  by  Fiscpl  Years 

62.  Under  the  Bureau's  rules,   exemption  eligibility  is  determined  only 
in  terms  of  the  association's  fiscal  years.    Thus,  it  is  possible  to  be 
exempt  in  one  year,  not  exempt  in  the  next,  and  so  on.     Each  time  exemp- 
tion is  regained,  however,  a  new  application  to  confirm  that  status  must 
be  Tiade  to  the  Commissi cner  on  the  Treasury  Department's  Form  1C2S.  If 
eligibility  is  approved,  he  v/ill  issue  a  nev;  letter  of  erenrption. 

63.  Whatever  situation  actually  existed  during  the  whole  of  each 
12-month  fiscal  period  governs  v/hother  an  organization  is  or  is  not 
entitled  tc  tax  emption  for  each  such  year.    Retroactive  adjustments  of 
defects  will  not  be  acceptable  to  the  Eureau,  as  is  described  in  the 
follov/ing  quotation:!^/ 

"An  association  may  not,  furthermore,  amend  its  articles  of  incor- 
poration or  bylaws  to  provide  for  the  payment  of  patronage  dividends 
to  nonmembers  on  the  same  basis  as  members  and,  after  so  doing,  pay  the 
patrons  the  amount  of  patronage  dividends  due  them  for  earlier  years 
and  qualify  for  exemption  during  the  earlier  years.    The  status  of  each 
e.ssociation  for  exemption  purposes  for  a  given  year  is  determined  by, 
its  form  of  organization  ajid  its  actual  operations  for  that  year." 

Renewed  Affirmations  Recommended 

6^, Cooperatives  desiring  to  maintain  and  guard  their  exempt  status 
should  be  continually  vigilant.     In  addition  to  the  reporting  which  is 
required,  as  described  in  paragraph  60,  it  is  desira.ble  to  refile  the 
application  Torm  1028  every  3  or  5  years  so  that  the  Bureau  may  compre- 
hensively review  an  association's  status.    Even  if  no  particular  changes 
have  been  made,  it  is  considered  a  good  practice  to  secure  reaff irma.tion 
of  exemption  eligibility  in  tbe  form  of  a  renewed  letter  of  exemption. 

65.     It  is  not  recommended  that  Jorra  102S  be  filed  annually  as  that 
would  place  an  excessive  administrative  burden  on  the  Commissioner's 
office . 

No  Rulings  on  Kypothotic^.l  Situctions 

56.    As  in.entionL.d  in  paragraph  60,  'exempt  cooperatlvos  are  obligated  to 
report  any  significant  operating  or  legal  changes  immediately  to  the  Com- 
missioner.    It  is  not  possible,  however,  to  secure  his  official  written 
ooinion  on  any  action  vjhich  is  merely  cont'^mril:.  ted  and  not  yet  consummated 

13/  From  an  unpublished  pa^j-^r  mtitled  "Federal  Income  Taxation  and 
Cooperatives"  prepared  by  the  Bureau  of  Internal  Revenue  and  read  at  the 
15th  annual  meeting  of  the  Kansas  Cooperative  Conference  held  in  Manhattan 
Kansas,  on  November  25,  1941. 
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The  Ccnraissioner  thus  avoids  "being  placed  in  the  position  of  assenting 
to,  and  thus  indirectly  encouraging,  any  course  v/hich,  if  follov/ed,  might 
reduce  the  Government's  tax  revenue.     In  other  v;ords,  if  a  cooperative 
association  is  uncertain  whether  an  expected  change  will  make  the  organ- 
ization ineligible  for  exenrption,  there  is  no  obligation  on  the  Commis- 
sioner to  solve  the  uncertainty  until  the  proposed  action  goes  into  effect. 

Should  Exempt  Cooperatives  File  Tax  Returns? 

•     Some  attorneys  and  public  accountants  have  advised  certain  farm 
cooperatives,  which  hold  letters  of  exemption,  to  file  federal  income 
tax  returns  each  year  with  all  data  filled  in  except  the  tax  calculation. 
This  is  to  secure  the  benefit  of  the  limitations  statute  since  its  pro- 
visions do  not  apply  to  a  letter  of  exemption.     That  statute  bars  the 
Government  from  making  an  assessment  of  taxes  after  expiration  of  3  years 
from  the  filing  date  of  the  return,  except  where  the  latter  is  fraudulently 
ma.de . 

6S.     In  advocating  this  practice,  the  advisers  had  in  mind  protecting 
the  associations  from  unintentional  or  unknown  transgressions  of  the 
exemption  requirements.    They  feel  this  is  justified  particularly  where 
the  organization  is  large  and  has  a  coraplicaved  operating  set-up.     It  is 
assumed  the  management  has  endeavored  to  observe  the  exemption  conditions 
but  has  found  that  the  changes  in  the  association's  legal  and  operating 
procedures  are  too  numerous  to  permit  of  practical  reporting  to  the 
Bureau.    Thus,  facing  the  risk  of  possible  tax  assessment  for  many  prior 
years,  the  organization  seeks  to  limit  its  liability  to  a  period  of 
3  years  by  filing  a  tax  return  in  the  manner  described. 

69.  Ethical  considerations  are  here  involved,  for  certainly  any  entity 
which  becomes  taxable  should  pay  its  just  assessments.    Extentiating  cir- 
cumstances probably  should  be  taken  into  account.     Consider,  for  instance, 
a  cooperative  whose  management  believed  it  exempt  and  therefore  made  no 
provision  for  income  tax  expense.     The  organization  is  then  suddenly  ■ 
called  upon  to  pay  several  years'  taxes.     Conceivably  this  could  damage 
the  association's  financial  position  and  impair  its  relations  with 
patrons  and  creditors. 

Board  Apparently  Sanctions 

70.  The  filing  of  income  tax  returns  by  exempt  organizations  seems  to 
have  been  sanctioned  by  the  Boa.rd  of  Tax  Appeals  when  it  promulgated  a 
decision  on  September  12,  1939,  in  the  case  of  Southern  Maryland  Agri- 
cultural Eair  Association  v .  Commissioner  of  Internal  Revenue,  UO  B.T.A. 
5^+8,  which  reads  in  part  as  follows: 

"Although  this  petitioner  was  encouraged  by  the  action  of  the 
Commissioner  [his  issuance  of  a  letter  of  exemption]  to  believe  that 
it  would  not  have  to  file  returns  for  I923  and  subsequent  years,  never- 
theless, it  was  never  prevented  from  filing  returns.     It  co\ild  have 
filed  returns ,  and  might  thereby  have  started  the  period  of  limitations, 
though  still  claiming  exemption.     Some  taxpayers  take  such  precautionary 
steps .     There  is  no  inequity  in  requiring  this  petitioner  to  pay  the 
taxes  actually  imposed  upon  it  by  the  revenue  acts.     It  could  have 
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avoided  the  inequity  of  the  penalties  "by  filing  rettirns  in  1331 1  "biit  it 
chose  not  io  file  any  retiirns  for  the  years  involved^  apparently  hoping 
thereby  to  avoid  "both  tax  and  penalty.  Having  made  the  choice,  it  must 
atide  "by  it  and  take  the  consequences. 

"The  conclusion  here  reached  that  the  statute  never  started  to  t'un 
is  consistent  with  prior  decisions  that  a  return  is  required  to  staft 
the  period  of  limitations..."     [Underscoring  and  "bracketed  wording 
added, J 

71.  As  a  result  of  that  decision,  the  Association  was  assessed  almost 
$23,000  for  taxes  covering  the  years  1^21  through  1935 >  plus  penalties  of 
about  $5,700.   ,  '         ■'  ■ 

72.  In  commenting  on  this  case,  Mr.  Eo"bert  H.  Montgomery,  attorney  and 

certified  p;i,"blic  accountant,  recently  wrote;l^/ 

"Had  the  association  filed  returns  each  year,  it  would  have  "bean 
,lia"ble,  at  most,  for  only  3  prior  years.     Thus  it  seems  advisa"ble,  even 
though  the  Treasury  has  ruled  that  an  organization  is  exempt,  to  file 
income  tax  returns  each  year  and  claim  the  exemption.    However,  this 
rule  does  not  apply  to  organizations  o"bviously  exempt  which  have  not 
changed  the  scope  of  their  activities." 

Commissioner's  Position 

73.  The  3ure?u  of  Internal  Revenue  does  not  encourage '  such  filings  "by 
tax-exempt 'farmer s '  cooperatives.    Under  its  rules  of  procedure  returns 
of  that  tj'pe'muct  "be  .handled  and  audited  much  as  if  the  filer  were  a 
taxable  corporation.     This  is  an  expensive  undertaking.     In  addition, 
when  a  return  is  filed  under  those  conditions,   the  Bioreau  is  forced  alfto 
to  reexainine  the  association  to  determine  its  continued  eligibility  for 
exemption,  another  procedure  involving  time  and  cost.     Some  authorities 
believe  that  if  all  farmers'  cooperatives  holding  letters  of  exemption 
were  to  file  tax  returns  annually  for  the  purpose  described,  the  resulting 
burden  on  the  Bureau  would  be  so  great  it  is  likely  Congress  would  be 
urged  to  abolish  -exemption  entirely  for  that  type  of  organization. 

Oollectors'  Positions 

7^.     In  some  sections  of  the  country  it  is  understood  the  local  collec- 
tors o^"  internal  revenue  have  refused  to  accept  such  tax  ret\^rns,  feeling 
they  have  no  authority  to  do  so.    Apparently  decisions  on  this  matter  are 
left  entirely  to  the  discretion  of  the  individual  collector.    When  he 
chooses,  however,  to  forward  such  returns  to  Washington,  D.  C,  they  are 
not  refused  by  the  Commissioner's  office  there. 

Writers'  Opinion  ' 
75*     In  an  extreme  instance,  perhaps  somev/hat  like  the  situation  des-' 
cribed  in  paragraphs  68  and  69*  an  exempt  cooperative  may  be  justified  in 
the  filing  of  an  income  tax  return  in  the  manner  and  for  the  reason 

14/  Montgomery,  fiobert  H.    Excess  Profits  and  Other  federal  Taxes  on 
Corporations  I9UI-H2.    7IO  pp.    New  York,  Ronald  Press,     See  p.  5O  thereof. 
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outlined  in  paragraph  67.    The  average  association,  however,  may  avoid 
any  future  risk  of  losing  its  exemption  eligibility  for  any  extended 
peridd  if  its  representatives  henceforth  v/ill  report  significant  changes 
and  refile  Jorrn  1023  periodical'ly  in  an  accurate  and  coraplete  manner,  as 
p.lrcady  explained.     Cooperative  nanpgers,  or  their  advisers,  should  "be 
thoroughly  familiar,  of  course,  with  the  deta.iled  requirements  of  the 
exemption  law.     They  should  keep  ahreast,  a.s  well,  of  any  future  changes 
in  its  interpretation. 

Meeting  Conditions  of  Joth  Exempt  and  Wonexempt  Status 

Jo,     Some  cooperative  organizations  now  holding  letters  of  exemption 
are  conducting  their  legal  and  operating  procedwes  in  such  a  manner  as 
constantly  to  q-gplify  for  the  maximum  privileges  applicaole  to  nonexempt 
cooperatives  in  computing  their  taxahle  income.     This  is  "being  done  as  a 
measure  of  protection  in  the  event  that  exemption  cligi"bility  is  lost  for 
a  retroactive  period, 

77.    How  this  protection  applies  is  illustrated  in  part  "by  the  fact 
that  a  taxahle  cooperative  is  permitted  to  exclude  patronage  refunds  from 
the  gross  income  reported  for  taxation  if  it  meets  certain  legal  and 
corporate  req.uircments ,     This  includes,  among  other  conditions,  the 
necessity  for  declaring  such  refunds  as  a  definite  lia"bility  within  the- 
fiscal  year.     (See  the  section  on  nonexempt  coopera.tives  "beginning  on 
p.  121  .) 

7s,     The  precautionary  measure  descri'bod  seems  fully  justified  to  guard 
against  unintentional  exemption  violations,  or  even  when  the  position  of 
an  organization  is  frankly  thought  to  "be  uncertain. 

Infractions  of  Rules. 

79 •    Where  a  cooperative  association,  upon  a  review  of  its  operations, 
finds  that  it.  has  failed  to  o"bserve  some  of  the  exemption  requirements, 
its  "best  procedure  is  to  make  an  immediate  adjustment  of  the  matters  at 
fault,  so  far  as  that  my  he  possihle.     It  then  should  su'bmit  a  full  and 
complete  report  thereon  "by  letter  to  the  Commissioner  of  Internal  Revenue 
(Taxpayers'  Ruling  Section)  a„t  Washington,  D.  C,     Situations  which  are 
found  impossi"ble  to  adjust  retroactively  should  "bo  reported  as  well  to 
the  Commissioner  with  all  the  pertinent  facts. 

80,  If  the  nonohservances  are  minor  in  character  it  is  possible  the 
Comr.us sioner  may  feel  they  are  not  of  sufficient  importance  to  cause  a 
revocation  of  the  exemption  letter.    The  management  of  associations,  or 
their  advisers,  should  not  attempt  to  pass  upon  such  matters  themselves. 
The  Bureau,  only,   is  qu-ilifiod  to  make  the  decision, 

81,  In  corresponding  v/ith  the  Commissioner  on  exemption  matters,  it 
is  always  desira"ble  to  refer  to  the  latest  letter  of  exemption  and  to 
actually  attach  a  copy  thereof.     This  facilitates  the  Commissioner's 
office  routine  and  is  an  important  procedural  custom. 

Loss  of  Exemption;  Appeals 

82,  When  the  Commissioner  deems  an  association  ineligi"ble  for  exemp- 
tion, he  vfill  so  inform  it  "by  correspondence,  revoking  the  letter  of 
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exemption  and  stating  the  period  for  whioh  income  tax  returns  must  "be 
filed.     It  should  he  clearly  understood,  as  mentioned  previously,  that 
whenever  the  exemption  terms  are  not  complied  with  -  whether  or  not  the 
Commissioner  has  knov/ledge  thereof  -  exemption  is  lost  automatically. 
The  association,  in  such  an  event,  and  if  aware  of  its  noncompliance,  is 
then  under  obligation  to  immediately  report  Its  income  for  taxation. 

83.     Some  revocation  rulings  issued  "by  tho  Commissioner,  or  hy  his 
deputies,  are  approved  "by  the  Bureau's  Chief  Counsel.    When  this  is  the 
case,  the  ruling  letter  so  states,  us\ially  in  a  short  closing  paragraph. 
If  the  ruling  does  not  carry  that  notation,  the  association,  in  resuh- 
mitting  its  case  with  any  additional  or  new  facts  in  proof  of  the  claim 
for  exemption,  may  request  the  Commissioner  to  have  his  ruling  reviewed 
hy  the  Chief  Counsel .1^/ 

Sh,    If  the  result  then  is  not  satisfactory  to  the  cooperative,  it  may 
request  a  review  "before  the  Bureau's  local '  Technical  Staff,  which  then 
makes  a  recommendation  to  the  Commissioner.     If  the  Commissioner's 
adverse  ruling  finally  stands,  the  association,  if  desired,  may  appeal 
in  the  manner  outlined  in  paragraphs  22-25* 

When  Tax  Blajnks  Are  Received 

85.     Sometimes  the  office  of  the  Collector  of  Internal  Revenue  will 
inadvertently  mail  out  to  .exempt  cooperatives  blank  forms  for  reporting 
income  or  capital  stock  taxes.    The  receipt  of  such  forms,  or  any  others 
of  related  nature ,  should  not  he  ignored.    Rather,  an  acknowledgment 
should  he  made  in  a  letter  to  the  collector  explaining  that  the  organi- 
zation is  exerrrpt  from  filing  such  returns,  and  in  all  cases  attaching  to 
the  communication  a  copy  of  the  latest  letter  of  exemption. 


1^/  Mimeograph  3537  (CB.  1937-1,  100).  (1937.) 
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Detailed  Eequirement s 
for  Tax  Exemption 

Ten  Main  Conditions 

go.    There  are  at  least  ten  fundamental  conditions  which  must  "be  com- 
plied with  ty  a  ff.rraers'   cooperative  association  that  desires  to  secure 
or  maintain  a  tax-exempt  status.     These  requirements  are  sumnarized  below 
for  convenient  reference,  showing  the  number  of  the  paragraph  in  which  a 


detailed  analysis  and  comment  bef^in: 

Operating  Bequirements_  'Paragraph 

1.  Operating  purposes  must  be  restricted   gg 

2.  Operations  must  be  of  a  mutual  nature,  with  equal  treatment 

for  all  patrons.........   227 

3.  Business  with  nonmembers  must  not  exceed  that  done  vdth 

meniDers    U06 

h.    financial  reserves  must  have  a  necessarv  pujrpose  and  must 

be  reasonable  in  amount   4lb 

5.  Patronage  and  equity  records  must  be  maintained  and  must  be 
permanently  preserved   ^67 

6.  Supjjlies  and  equipment  purchased  for  noximembers,  who  are 

not  producers,  must  be  limited   hjS 


Ownership  and  Control  Requirements 

7.     Substantially  all  voting  rights  must  be  held  by  actual  pro- 
ducers who  currently  patronize  the  association  

g.     Substantially  all  capital  shares,   of  participating  type, 

must  be  owned  by  actual  producers  


9.  The  rate  of  dividends  (or  interest)  on  capital  shares  must 
be  limited  ■  

G-eneral  Requirement 

10.  Legal  structure  of  association  must  be  cooperative  in  prin- 
ciple and  must  not  contain  provipions  inconsistent  with  the 
foregoing  requirements   532 


Writers'  Version 

g7.     The  foregoing  is  not  a  verbatim  transcription  of  the  exemption 
statute  itself,  but  represents  rather  the  writers'  interpretative 
version  of  the  require^ient s .     The  exemption  staitute  and  its  related 
regulations  are  reproduced  in  full  on  pages  I55-16I  for  reference 
purposes . 
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Requirement  No.  1 
Operating  Purposes  Must  Be  Restricted 

Statutory  Restrictions 

Z'6,     Section  10l(l2)  of  the  Internal  Revenue  Code  grants  a  tax-exempt  ■ 
status  to  cooperative  associations  of  farmers  v.'hen,  among  other  condi- 
tions, they  are  "organized  and  operated"  for  the  purpose  of 

" .  .  .ma^ketin^:  the  products  of  members  or  other  producers..." 

or  for  the  purpose  of 

"...purchasing  supplies  and  equipment  for  the  use  of  Kemoers  or 
other  persons. . . " 

89.  Obviously,  if  the  foregoing  provisions  v;ere  narrowly  construed, 
an  organization  would  be  ineli.g:ible  for  exemption  if  it  engaged  ia  any 
activity,  however  minor,  which  is  not  directly  or  indirectly  related  to 
the  exact  purposes  outlined.    However,   it  is  generally  recognized  and 
accepted  as  practically  impossible  today  to  economically  or  efficiently 
conduct  a  cooperative's  operations  entirely  within  such  narrow  limits. 
Thus,  farmers'  associations  usually  have  other  tj'pes  of  activities  which, 
when  kept  within  certain  b ounds ,  probably  will  be  held  not  to  defeat  the 
exemption  privilege. 

Mvejntageous  Marketing 

90.  From  the  general  trend  of  3nilings  issued  to  particular  coopera- 
tives by  tne  Bureau  of  Internal  Revenue,  it  is  understood  the  term 
"marketing"  embraces  any  transactions,  within  reasonable  bounds,  which 
facilitate  the  marketing  or  distribution  of  patrons'  farm  produce. 
Such  transactions,  it  is  believed,  include  not  only  ordinary  expense 
outlays  (see  pars.  360-3^3)  ^'^''^  ^^^^  purchase  and  sale  of  equipment  and 
supplies  .for  storekeepers  or  other  dealers,  as  well* 

91.  Cooperative  creameries,  for  instance,  in  order  to  meet  competi- 
tion find  it  necessary,  in  some  sections  of  the  country,  to  purchase 
and  then  sell  to  their  ice  cream  customers  a  line  of  related  supplies. 
These  include  items  such  as  cones,  paper  cups,  spoon.s,  and  containers, 
flavoring  extracts,  crushed  fruits,  etc,  which  are  usually  delivered 
with  the  ice  cream.    This  convenience  is  demanded  by  the  dealer  stores. 
In  some  instances  even  freezing  cabinets  arn  purchased  and  then  either 
sold  outright,  rented,   or  leased  to  the  store  customers. 

92.  All  of  the  foregoing  transactions  probably  would  be  considered 
essential  to  the  advantageaus  marketing  of  products.     They  should  be 
handled,  of  course,  on  a  cost  basis.     If  this  is  not  practicable  and  a 
small  overage  results,  tnere  probably  would  be  no  objection  to  its 
inclusion  in  the  marketing  dep;jrtment '  s  s-avings  for  distribution  to  the 
association's  regular  producer~patrons .     It  is  believed  that-  the  Bureau 
will  permit  these  transactions  to  be  handled  entirely  in  the  marketing 
department  in  such  a  way  that  they  need  not  be  considered  in  calculat- 
ing either  the  5O  percent  rule  (see  pars.  ^06  etseq.)  or  the  I5  per- 
cent rule  (see  pars.  U76  et  seq.). 
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93-     It  is  uncertain  just  how  far  the  Bureau  might  "be  willing  to  extend 
this  privilege.    Tor  instance,  would  it  apply  to  a  cooperative  which,  in 
order  to  meet  competition,  sells  along  with  its  produce  items  not 
directly  related  thereto?    The  follov;in±;  examples  arc  pertinent! 

A.     A  creamery  purchases  bottled  orangeade,  or  purchases  the  ingredi- 
ents -on  the  open  market,  mixes  them  and  "bottles  the  finished 
product.     The  orangeade  is,  then  sold  and  delivered  to  the  coopera- 
tive's ice  cream  customers. 

3.     A  creamery  purchases  eggs  from  nonproducers  and  sells  them  to  its 
regular  customers,   along  with  milk  deliveries,  mainly  as  a  con- 
venience to  such  patrons.     (See  pars.  169-170-) 

Price  Stahil i zation  Efforts 

9U,     It  is  rather  doubtful  that  the  principle  described  is  broad  enough 
to  permit  ah  exempt  marketing  association  to  engage  in  price  stabiliza- 
tion operations  by  making  purchases  from  nonproducers,  or  on  the  open 
market,'  of  products  to  be  marketed.     (See  pars.  11 3  et  seq.)     The  Com- 
missioner of  Internal  Revenue  is-  knovm  to  have  revoked  the 
exem^ition  of  several  sssociations  when  they  engaged  in  an  effort  to 
stabilize  prices  by  purchasing  farm  products  from  local  dealers. 

financial  Transactions 

95-     There  seems  no  doubt  that  an  exempt  association  may  engage  in 
financial  activities  such  as  the  borrowing  of  funds,  the  payment  and 
chsrrjing  of  interest,  the  extension  of  credit,  etc.    Those  transactions 
normally  are  related  to  tne  permitted  major  functions  of  marketing  and 
purchasing. 

Processing-  and  Service  Cooperatives 

96.     The  term  "marketing"  in  the  exemption  statute  is  generally 
believed  to  embrace  service-tj^e  cooperatives  which  may  or  may  not  be 
directly  engaged  in  selling;  but  which  process,  majiuf acture ,  pack,  or 
otherwise  handle  farm  products  to  be  marketed  for  producers.  This 
includes  harvesting  or  picking  services,  also  the  hauling  of  farm  prod- 
uce and  supplies  for  farmers. 

97>    Loans  to  members  or  other  patrons  for  crop  production  purposes, 
and  the  furnishing  of  production  services  sucli  as  dusting,  spraying,  and 
fumigating  are  permissible  activities  of  exempt  farmers'  cooperatives. 
Associations  engaged  only  or  mainly  in  the  latter  services  have  been 
confirmed  by  the  Bureau  as  exempt  under  section  I0l(l2)  of  the  Internal 
Revenue  C  ode . 

98.     So  far  as  can  be  determined,  no  definite  rulings  have  been  made  by 
the  Bureau  to  indicate  any  limitation  -on  the  extent  to  whicn  production 
services  may  be  rendered  by  an  exempt  farmers'  cooperative.     It  is  uncer- 
tain, for  instance,  whether  or  not  it  is  permissible  to  render  complete 
farming  or  cultivation  services  on  a  fee  basis.     In  this  cla.ss  are  the 
complete  grove  or  orchard  care  and  other  fanning  operations  sometimes 
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carried  on  by  mariceting  associ ''tions  for  absentee  farm  o^mers.     (Refer  to 
pars.  IOO-IO3  for  a  discussion  of  basic -production. ) 

99*     Services  rendered  to  patrons  in  connection  with  their  purchases 
of  supplies  nnd  eq.uipment  from  an  exempt  cooperftive  are  believed  to  be 
a  permitted  function.    For  example^  a  farmer  buys  feed  corn  and  is  then 
charged  an  extra  amount  for  grinding  of  the  corn. 

Basic  Production 

100.  Section  19.lOl(l)-l  of  Income  Tax  Regulations  IO3  carries  the  fol- 
lov.dn^  statement  regarding  "labor,  agricultural,  or  horticultural  organi- 
zations" seeking  tax  exemption  under  section  lOl(l)  of  the  Internal 
Revenue  Code: 

"...corporations  engaged  in  growing  agricultural  or  horticultural 
products  for  profits  are  not  exempt  from  tax." 

101.  It  seems  likely  that  the  Sureau  would  adopt  a  similar  attitude 
toward  farmers'  cooperatives  in  deciding  their  right  to  tax  exemption 
under  section  I0l(l2),  of  the  Code.    Probo.bly  no  objection  v.'ould  be  raised, 
however,,  where  an  association  owns  and  operates,  or  rents  and  operates,  a 
farm  for  a  purpose  directly  or  indirectly  related  to  the  organization's 
marketing  functions.    A  pertinent  example  is  a  farm  operated  for  exper- 
imental purposes.    Another  illustration  is  a  farm  operation  that  was 
forced  upon  a  cooperative  through  the  foreclosure  or  other  acquisition  of 
property  which  had  to  be  taken  over  from  a  debtor. 

102.  'i'he  portion  of  the  exemption  statute  ojioted  in  paragraph  S8  per- 
mits a  tax-exempt  farmer's  cooperative  to  engage  in  the  purchasing  of 
supplies  and  equipment.     In  a  recent  unpublished  ruling  the  Bureau  in 
effect  decided  that  the  term  "purchasing"  embra.ced  the  operation  of  oil 
wells  and  the  extraction  of  crude  petroleum.    Part  of  that  ruling,  as 
addressed  to  the  oil  cooperative,  is  quoted  as  follovcs: 

"Although  you  are  not  actually  engaged  in  purchasing  petroleum 
products  for  resale  to  your  members  or  other  persons,  nevertheless, 
you  are  engaged  in  extracting  crude  petroleum  from  lands  the  mineral 
rights  of  which  you  have  acquired  either  by  purchase  or  lease  and  in 
selling  this  oil  to  your  sole  member  and  patron.     [An  affiliated 
farmer's  cooperative.] 

"It  is  the  opinion  of  this  office  that  you  are  organized  and  are 
being  operated  in  substantial  compliance  with  the  provisions  of  sec- 
tion 101(12)  of  the  Internal' Revenue  Code,  under  which  associations 
enga.ged  in  purchasing  supplies  and  equipment  for  producers  of  agri- 
cultural products  are  exempt  from  income  taxation."  [Bracketed 
wording  added.] 

103.  By  reasonable  analogy  it  appears  likely  that  the  basic  produc- 
tion of  any  items  sold  as  supplies  and  equipment  under  the  limitations 
of  the  50  percent  rule  (see  pars.  U06  et  'seq.)  ajid  the  I5  percent  rule 
(see  pars.  ^fS  et  seq.)  would  be  ruled  to  be  a  permissible  activity  for 
a  tax-exempt  farmer's  cooperative. 

Pars.  9S-IO3 


Basic  Manufacture 

10^.     Such  tax-exempt  cooperatives  may  engage  in  the  processing  or 
manufacturing  of  farm  products  to  be  marketed  for  producers,   as  already 
explained  in  paragraph  96. 

105.  Aside  from  one  ruling  made  in  192H,l6/  which  was  not  fully  con- 
clusive, the  Bureau  has  not  published  any  definite  pronouncement  as  to 
whether  or  not  a  tax-exempt  farmer's  cooperative  may  engage  in  the  manu- 
facture of  products  sold  in  its  supply  department.    However,  a  number  of 
farmers'  purchasing  associations  engaged  in  such  manufacturing  have 
received  letters  of  exemption.    Furthermore dince  the  basic  production 
Of  supplies  now  has  been  ruled  permissible  (see  pars.  IO2-IO3)  there 
seems  little  doubt  that  the  manufacture  of  supplies  would  be  considered 
a  permitted  activity. 

Supplies  and  Equipment  Defined 

106.  The  followin;^  appears  on  page  .239  of  the  Bureau's  Regulations 
IO3  (see  context,  pp.  156"!:;'^  ;  herein): 

"The  term  'supplies  and  equipment'  as  used  in  section  I0l(l2) 
includes  groceries  and  all  other  goods  and  merchandise  used  by  farmers 
in  the  operation  and  maintenance  of  a  farm  or  farmer's  household." 

107.  This  broad  definition  apparently  permits  the  -handling  of  prac- 
tically any  items  for  farm  or  farm  household  use.     So  far  as  can  be 
determined,  the  term,  "supplies  and  equipment"  actually  is  so  unre- 
stricted as  to  include  possibly  any  commodity,  product,   or  article. 
Believed  to  be  within  the  scope  of  that  term  are  articles  used  on  the 
person,  such  ajv  clothing  and  other  personal  belongings. 

102.     Farm  supplies  were  held  by  a  recent  ruling  of ■ the  Bureau's 
Counsel  1^/  to  include  grazing  privileges  furnished  by  an  association 
for  livestock  growers.     In  that  ruling  the  following  observation  was 
made!  . 

'^G-razing  is  a  supply  to  a  livestock •  grower  just  as  seeds  are  a 
supply  to  a  farm,   or  as  crates  are  a  supply  to  a  fruit  grower." 

Frozen  Food  Ser'/ices 

109.     A  number  of  cooperative  associations  engaged  only  or  mainly  in 
the  renting  of  locker  storage  space  for  froi^en  foods  and  which  furnish 
processing  and  other  services  related  to  such  storage,  recently  applied 
for  income  tax  exemiption.     Their  right  to  exemption- was  confirmed  by 
the  Bureau  under  the  provisions  of  section  I0l(l2)  of  the  Internrl  Reve- 
nue Code.     Such  associations,  it  is  understood,  are  bound  by. the 
restriction  applica.ble  to  exempt  purchasing  organizations  in  that  not 
more  than  I5  percent  of  the  rental  and  other  service  fees  m'ay  originate 
with  nonfarmers. 


1_6/  Solicitor's  Memorandum  2283  (C.B.  III-2,  233). 

12/  General  Counsel's  Memorandum  22J>Sk  (C.B.  19U1-I,  296)(l9Ul).. 
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110.  Jrom  the  Bureau's  action  it  is  assumed  thp.t  exempt  marketing  or 
purchasing.  CO  operative  3  would  "be  permitted  to  operate  a  locker  and 

f res ze-processin^5  business  as  a  side  line  activity.     The  fees  received 
from  such  source-s  must  be  placed  in  the  association's  supply  department 
when  determining  the  extent  of  supply  business  with  nonproducers  under 
the  15  percent  liraitation.     (See  pars.  133  and  ^62.) 

111.  Where  locker  associations  render  marketing  services^   or  buy  and 
sell  farm  produce  or  livestock  and  their  products,   such  business  must  be 
kept  entirely  separate  from  the  locker-processing  transactions  in  calcu- 
lating both  the  50  Percent  rule  (see  pars.  U06  et  seq. )  .and  the  15  .per- 
cent rule  (see  pars.  et  3eq_. ).  - 

J^"^one.xempt  Activities 

112.  Very  few  published  rulings  have  been  mad.-e  on  the  types  of  func- 
tions that  would  destroy  an  association's  eligibility  for  exemption.  It. 
is  rather  difficult,  therefore,  to  form  an  opinion  of  value  on  how  the 
official  bodies  might  rule  in  any  particular  instance.    However,  an 
organization  engaged  in  any  of  the  activities  brought  under  question  in 
this  rejjort  should  carefully  consider  the  advisability  of  presenting  a 
detailed  outline  of.  its  operations  .to  the  Comirdssioner  for  his  analysis 
and  ruling.     A  particular  activity,  though  teclinically  ineligible,  actu-- 
ally  ma.3^  not  ca.use  a  .forfeiture  of  exemption  if  the  Commissioner  should 
feel  that,  it  is  of  minor  extant  and  importance. 

Pu rcha.se s  fromi  llonproducers 

113.  It  is  believed  generally  certain  that  the  marketing  of  farm  prnd^ 
ucts  received  from  nonproducers  or  dealers,  or  the  outright  purchase  of 
products  from  those  sources,  will  be  regarded  by  the  Bureau  as  grounds 
for  the  suspension  of  exemption  eligibility.     This  excepts,   of  course, 
any  products  so  purchased  for  disposal  by  the  association  in  its  farm 
supply  department.     It  also  does  not  .apply  to  products  purchased  from 
another  exempt  cooperative  association,  as  such  an  organization,  repre- 
sent ing  'producers  ,  is  classed  as  a  producer.     If  the  other  association 

is  nonexempt,  there  is  some  question  whether  it  may  be  regarded  as  a 
producer.     (See  pars.  I98-2QI.)     Another  exception  exists  regarding 
business  done  for  Federal  Government  agencies.     (On  this,   see  pars.  203- 
226.) 

Emergency  Purchases 

iiU.     Some  unpublished  cases  are  known  in  which  the  Bureau  has  per- 
mitted a  small  amount  of  produce  purchases  from  dealers  where  they  were 
clearly  and  fully  justified  as  a  definite  emergency.     The  activity  did 
not  continue  beyond  a  very  short  period  01  time,  usually  a  matter  of-  . 
days,  nor  did  it  recur  often.     In  those  instances  no  patronage  alloca- 
tions nor  refunds  were  made  to  the  dealers,  the  association's  net  savings 
becoming  the  property  of  other  patrons  in  proportion  to  their  patronage. 
N-overtheles s ,   an  association  might  be  in  a  better  position  before  the 
Commissioner,  the  Board,   or  the  Courts,  if  it  treated  such  dealers  on  a 
basis  equal  with  all  other  patrons.     (Se^  pars.  I3U-I37.     See  also 
pars.  225-226A  respecting  Government  business.) 
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115»     In  one  of  the  few  puTDlished  decisions  on  the  subject,  the  Court 
adjud^^ed  an  association  exempt  for  tv;o  particular  years  after  the  Com- 
missioner had  ruled  to  the  contrary. 18/    The  decision  indicated  that 
emergency  purchases  from  dealers  were  relatively  minor  end  that  no 
actual  gain  was  made  thereon.    According  to  the  Court,  the  associati'>n 
in  one  year  did  5  percent  of  its  total  "business  with  nomnember  producers 
and  nonmember  nonproducers .     In  another  year,  8  percent  of  such  busi- 
ness v;as  done.    However^  no  separation  v.'as  given  so  as  to  show  how  much 
nonproducer  business  was  included  in  the  named  percentages.    Thus,  the 
effect  of  such  business  on  the  Court's  decision  is  not  clear. 

llo.     In  another,  decision  the  Board  of  Tax  Appeals  countenanced  cer- 
tain "comm.ercial  activities"  as  having  an  economic  justification,  but 
an  income  tax  had  been  paid  on  that  portion  of  the  business .19./ 

117'    Whenever  associations  engage  in  that  class  of  business  v;ith  non- 
producers,  regardless  of  their  opinion  as  to  its  emergency  character  or 
justification,  it  seems  prudent  for  them  to  immediately  inform  the  Com- 
missioner, setting  forth  all  the  circumstances,  for  his  decision  as  to 
the  effect  on  exemption  eligibility. 

118.  Mo  reliable  guess  can  be  offered  on  the  amount  of  such  activi- 
ties, if  any,  which  the  Bureau  would  permit  in  any  partic\ilar  emergency 
case.     It  is  possible  that  more  favorable  consideration  might  be  given 
where  an  association  can  show  that  its  patrons  were  short  of  pr^^'ducts 
due  to  crop  failures  or  other  unavoidable  causes,   and  that  it  was  nec- 
essary to  purchase  from  the  nonproducers  or  dealers  for  reasons  like 
the  following: 

A.  To  fill  definite  contracts  with  buyers. 

B.  To  maintain  a  continuous  supply  of  products  to  the  markets,  where 
interrupted  delivery  would  impair  the  association's  trade  repu- 
tation. 

C.  To  fill  out  a  carload  lot  for  immediate  shipment  of  a  perishable 
product,  etc. 

D.  To  meet  a  vital  public  need;   for  example,  vhere  a  creamery's  milk 
supply  may  be  shut  off  for  a  short  time  through  a  cattle  epidemic 
or  as  the  result  of  a  strike.     Continuous  distribution  of  the 
product  to  customers  might  very  well  be  deemed  in  the  public 
welfare. 

SlacK-Season  Purchases 

119.  Cooperatives  which  operate  processing  or  manufacturing  plants 
on  a  year-round  basis  sometimes  find  that  their  ov;n  members  or  other 
local  producers  are  imable  to  supply-  products  in  ^  particular  period. 

Ig/  Producers'  Produce  Go.  v.  Crooks,  2  I.  Su pp .  969(1932), 
19/  Sugene  ]:ruit  G-rovrers  Association  v.  Commissioner,  37  3.T.A.  993 
(1933).     See  further  comir.ent  on  this  case  in  paragraphs  I69-I7O  herein. 
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Reasons  similar  to  those  above  may  not  exist,  but  such  cooperatives  pur- 
chase products  from  nonproducers  so  as  to  keep  the  plsnt  running  and 
thus  absorb  overhead  charges. 

120.  Some  cr'.-;ameries,  for  example,  have  regularly  recurring  slack 
seasons  each  year  during  which  local  farmers  have  no  milk  to  deliver. 
Certainly  there  is  a  sound  economic  reason,  under  such  circumstances,  to 
rac\ke  outside  purchases.     Vvhether  this  will  be  approved  by  the  Commis- 
sioner as  a  permissible  activity,  and  if  so  to  what  extent,  is  not  known. 

Purchases  for  Blending 

121.  Farmers'  cooperative  associations  of  certain  types  occasionally 
find  it  necessary  to  make  purchases  of  agricultural  products  from 
dealers  for  blending  with  the  same  or  similar  commodities  furnished  by 
their  own  patrons.    This  is  to  make  their  products  salable  at  higher- 
prices,   or  salable  at  all.     In  one  instance,   an  association  was  unable 
to  market  its  patrons'  honey  readily  unless  it  were  com-bined  with  an 
entirely  different  variety  of  honey^  which  could  not  be  obtained  from 
local  producers. 

122.  Grain  elevators  often  have  a  similar  situation  \\here,  for  exam- 
ple, their  inventory  of  wheat  may  average,  say,  a  very  high  No.  2  grade. 
VTith  the  addition  of  a  comparatively  small  amount  of  No.  1  wheat,  prr- 
curable  only  from  local  dealers,  their  own  grain  easily  could  be  brought 
up  to  an  over-all  No.  1  quality,  yielding  a  much  better  price.    Or  vice 
versa,  by  adding  a  quantity  of  No.  3  wheat  there  could  be  produced  a 
lower  grade  of  No.  2  which,  under  some  ma;rketing  conditions,  would  pay 
the  same  price  as  the  higher  grade  of  No.  2,  thus  realizing  a  greater 
return  per  .bushel. 

123*    Many  cooperative  managers  take  the  position  that  purchases  of 
this  type  should  be  considered  oxily  as  an  element  of  processing  (rather 
than  as  products  to  be  marketed)  wi'tn  the  accounting  thereof  handled  as 
a  processing  expense,  much  as,  for  example,  the"  purchase  of  sugar  used 
in  canning.     This  treatment,  if  approved  by  the  Commissioner,  would 
remove  the  objection  to  outside  purchases  made  for  the  purpose  of 
blending. 

Pep  a  r  t  m  e  n  t  al  S  ep  ar  at  i  0  n  s 

12^1-.    Purchases  of  agricultural  products  from  nonfarmers  are  sometimes 
erroneously  recorded  by  cooperatives  as  a  part  of  their  marketing  opera- 
tions.    This  situation  exists  whenever  the  products  concerned,  or  an 
equivalent  volume  of  similar  products,   are  sold  in  the  association's 
supply  department  to  local  producers  or  to  other  patrons.    Under  such 
conditions,  the  outside  purchases  may  be  properly  considered  as  part  of 
the  supply  department's  functions,  where  they  are -not  objectionable 
from  a  tax-exemption  viewpoint.     (?or  a  more  complete  explanation  of 
this  subject,  refer  to  par.  ^87.     See  also  pars.  211-219.) 

Nonagricultural  Products 

125.     The  marketing  of  nonfarm  products,   whether  or  not  received  from 
the  producers  thereof,  undoubtedly  wQuld  be  held  to  represent  a 
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non'exempt  activity  that  would  destroy  eligibility  for  exemption.  This 
includes  the  receipt  and  sale  of  furs,  a  wild-anir.al  product;   coal,  a 
mineral  product;  fish  and  other  soa  products,  etc.     Such  items,  of 
course,  may  b''-;  haiidled  through  the  -ourchasin^  department  as  farm  sup- 
plies without  affecting  a  cooperative's  exem^jt  status. 

12b.     A  Bureau  ruling  known  as  S.S.T.  2O3  (C.3.  1937-2,  U09)  held,  in 
effect,  that  nursery  stock,  plants,  shrubbery  and  flowers,  while  tech- 
nically horticultural  products,  are  to  be  considered  as  agricultural 
products.    That  ruling  applies  only  to  social  security  taxation  but 
there  is  little  doubt  that  it  would  be  considered  by  analogy  to  permit 
the  marketing  of  such  products  by  an  exempt  farmers'  cooperative. 

Forestry  Products 

Ic^y.     In  deciding  whether  certian  lands  were  used  for  "agricultural 
purposes,"  the  Supreme  Court  of  Illinois  in  one  particular  case20/  quoted 
a  definition  by  V/ebster  as  follows: 

"Agriculture  is  the  art  or  science  of  cultivating  the  ground, 
including  harvesting  of  croj^s  and  rearing  and  managem.ent  of  livestock; 
tillage;  husbandry;  farming;  in  a  broader  sense,  the  science  and  art 
of  the  production  of  plants  and  animals  useful  to  man,  including  to 
a  variable  extent  the  preparation  of  those  products  for  man's  use. 
In  this  broad  use  it  includes  farming,  horticult\ire  and  forestry,  . 
together  with  such  subjects  as  butter  and  cheese  making,  etc." 
[Underscoring  added.] 

128.  After  quoting  the  foregoing,  the  Court  Remarked! 

"Unless  restricted  by  the  context,  the  words  'agricultural  pur- 
poses' have  generally  been  given  this  comprehensive  meaning  by  the 
courts  of  the  country." 

129.  In  Illinois,  therefore,  lumber  and  timber  undoubtedly  would  be 
classe-i  as  an  agricultural  product  in  matters  controlled  by  the  State 
statutes.     So  far  as  the  Federal  statutes  are  concerned,  however,  it  is 
uncertain  whether  the  processing  of  timber,  together  with  the  resulting 
sale  of  lumber  for  the  owners  of  the  timber,   would  be  a  permissible 
activity  of  an  agricultural  cooperative  which  is  tax-exempt  under  sec- 
tion 101(12)  of  the  Internal  Revenue  Code. 

130.  It  is  even  doubtful  that  such  an  activity  would  be  permitted  . 
where  the  timber  originated  from  the  clearing  of  land  to  be  used  for 
agricultural  purposes.     A  fev;  years  ago,  as  a  result  of  a  storm  emer- 
gency, some  timber  cooperatives  were  organized  to  clear  the  land. 
They  were  granted  exemption  as  a  welfare  agency  under  the  provisions 
of  section  10l(8)  of  the  Internal  Revenue  Code. 


20/  People  V.  City  of  Joliet.  I52  N.  15.  159(1926). 
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Barred  Services 

131.  Contracts  perfornied  or  services  rendered  "by  an  association,  which 
are  not  related  to  marketing  or  purchasing  activities,  possitly  may 
cause  a  loss  of  exemption  eligibility,  particularly  where  the  resulting 
income  is  substantival.     Activities  like  the  followin.=;  are  in  the  doubtful 
class: 

A.  Acting  as  a  real  estate  or  insurance  agent,  whether  or  not  the 
association  receives  a  fee  or  .commission  therefor. 

B.  Rental  of  an  association's  entire  plant.  .It  is  then  virtually  in 
the  rental  business  and  loses  its  standing  as  a  marketing  or  pur- 
chasing organization.    This  applies  even  if  the  plant  is  being 
used  by  the  lessee  to  handle  the  products  01  the  association's 
members.     If  part  of  the  plant  is  rented  and  the  amount  of  income 
therefrom  is  proportionately  large,  this  may  be  objectionable, 

.C.     Auto  trucking  not  related  to  marketing  or  purchasing  functions, 
If  this  is  tj  minor  activity,  engaged  in  merely  to  utilize  back 
hauling  or  to  keep  salaried  drivers  occupied,  there  is  at  least 
a  possibility  it  might  be  permitted.     An  additional  complication 
is  involved,  however,  where  a  cooperative,  by  virtue  of  the  State 
law,  becomes  a  common  carrier.     It  then  mav  be  barred  under  the 
tariff  regulations  from  making  a  patronage  refund  on  outside 
trucking.     This  probably  would  prevent  a  cooperative  from  meeting 
the  exemption  reqiairement  for  eo^ual  treatment  of  all  patrons. 

Commercial  Activities 

132.  No  provision    exists  in  the  Federal  statutes  for  exemption  of 
cooperative  associations  of  urban  consumers.     (See  par.  I3.)  Thus, 
perhaps  as  a  matter  of  fairness,  the  activities  of  exempt  agricultural 
cooperatives  in  the  consumer  field  are  confined  by  the  statute  to  sup- 
plies and  equipment  for  use  mainly  by  farmers.     (See  pars.  ^+76  et  seq.) 
If  exempt  farm  cooperatives  were  permitted  to  sell  nonfarm  products 
without  restriction  to  the  public  at  large,  they  would  compete  seri- 
ously with  commercial  business  concerns  whose  prices  must  be  set  with 
due  regard  to  the  income  taxes  levied  upon  them. 

133-  example  in  point  is  a  retail  dairy  bar  operated  by  a  cooper- 

ative creamery  primarily  to  dispose  of  part  of  its  m.ilk,  cream,  and 
ice  cream.     So  far  this  is  a  legitimate  marketing  function,  but  as  part 
of  the  store' s  activity,  candy,  prepared  and  unprepared  food  of  nondairy 
origin  are  sold  to  the  general  public.     Such  sales  may  be  considered 
vitally  necessary  for  the  purpose  of  attracting  customers  who  also  would 
purchase  the  association's  reg'ular  products  and  by  thus  increasing  the 
volume  of  business,  there  v/ould  be  a  resulting  favorable  absorption  of 
overhead  expenses.    Yet,  that  type  of  business  may  cause  an  invalidation 
of  the  association's  exempt  status  if,  when  combined  with  other  supply 
business,  the  amount  sold  to  nonfarmers,  exceeds  I5  percent.  (See 
pars.  U76  et  seq.) 
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operations  at  a  Loss 

134.     There  has  been  some  feeling  that  if  extraneous  purchase,  sale 
and  service  activities  like  those  descrilDed.  in  the  several  foregoing 
pararrc-phs  do  not  realize  a  net  saving  (net  profit)  they  are  subject  to  ■ 
less  .criticism.     It  is  by  no  means  sure  that  this  viewpoint  is  concurred 
in  by  the  Bureau  of  Internal  Revenue.     An  opposite  opinion  suggests,  that 
the  anount  of  business  concerned  is  actually  kept  out  of  commercial 
chMnnels  where  it  might  have  realized  a  profit,  I'hich  profit,  in  turn, 
v.'Ould  produce  income  tax  revenue  for  the  G-overnment . 

135*     Apropos  here  is  a  quotation  concerning  the  exemption  of  business 
leagues  a.s  taken  from  page  23^+  of  Income  Tax  Hegalations  IO3: 

"A.n  organization  whose  purpose  is  to  engage  in  a  regula.r  business 
of  a  kind  ordina.rily  carried  on  for  profit  even  thou.jh  the  business  is 
conducted  on  a  cooperative  basis  or  produces  only  sufficient  income  to 
be  self-sust -inina:,  is  not  a  business  league."     [Underscoring  added.] 

130.     The  first  part  of  that  sentence  seems  to  describe  aptly  the  main 
functions  01  a  formers'  cooperative.     In  view  of  this,  could  the  under- 
scorea  portion,  reasonably  be  applied  by  analogy  to  the  extraneous  activi- 
ties of  an  exempt  farmers'  coo]perative?    This  is  debatable,   of  course. 

137*     It  is  v.-ell  to  consider,   further,  that  should  such  activities  be 
ruled  to  destroy  exemption  eligibility,  a  farmers'  cooperative  would  be 
subject  to  the  Federal  capital  stock  tax,  despite  the  fact  that  its 
operation  at  a  loss  ordinarily  eliminates  the  taxation  of  income.  (But 
see  pars.  070-67^'+ •) 

Fees  for  Services 

138.  All  fees  received  for  services  performed  by  an  association  must 
be  placed  either  in  the  m.arketing  or  purchasing  department,  according 
to  their  proper  relation,  for  purposes  of  determining  exemption  eligi- 
bility under  the  5O  percent  rule  (see  pars.  ^Ob  et  seq_. )  and  the  15 
percent  rule  (see  pars.  U76  et,  scq.)» 

139.  If  any  s  uch  fees  are  -onr-elated  to  either  of  those  departments, 
they  must  be  placed  in  the  purchasing  department.    There  they  will  come 
under  tne  limitations  of  the  50  percent  rule  and  the  15  percent  rule. 

lUO.  The  pa,:  ers  of  service  fees  must  be  considered  in  the  allocation 
of  savings.  This  is  subject  to  the  exception  that  if  the  described 
fees  are  not  significantly  large  and  do  not  represent  a  regular  or  nor- 
mal function  of  an  association,  it  is  possible  the  Bureau  would  not 
insist  on  such  a  procedure.  Under  those  conditions,  probably  no  objec- 
tion would  arise  if  the  savings  on  the  fees  were  distributed  to  a  coop- 
erative's other  ;oatrons.     (Sce  par.  1U2.) 
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Extraneous  Income  (pnd  Chrirgen) 

141.  V/here  ref:ulpr  income ,  21  /  ertrpneous  to  the  mpin  opert'ting  func- 
tions, such  as  rents,  interest,  ^ind  dividends  on  outside  i  n  vest  relent  s ;  or 
eytr- ordinary  (nonregular)  income,  such  as  the  gain  on  sale  of  invest- 
ments or  other  property,  discount  on  purchase  of  the  association's,  ovm 
obligations  or  capital  shares,  etc.,  c^-nnot  "be  logically  attributed  to 
either  the  marketing  or  the  purchasing  departments,  it  is  "believed  to  be 
exempt  from  classification  in  those  departments  and  from  consideration 
in  c^-lculating  the  '^O  percent  and  I5  percent  rules. 

142.  It  follows  also,  logically,  that  the  payers  of  such  extraneous 
income  need  not  be  considered  in  the  allocation  or  distribution  of 
savings.    There  probably  v/ould  be  no  objection  to  the  division  of  such 
income  betveen  the  tvo  departments  for  the  purpose  of  allocating  sav- 
ings to  the  ordin-ry  patrons , 22 /  ignoring  the  particular  payers  of  the 
income  concerned.     (But  see  pars.  3^C  et  seo.) 

IU3.    Likewise,  miscellaneous  credits  or  charges  resulting  from 
internal  bookkeeping  adjustments,  if  not  applicable  to  a  particul'^r 
department,  may  be  divided  betv/een  the  departments  on  some  logical  or 
reasonable  basis.     Items  of  th=t  t;/pe,  of  course,  vrill  not  detrimen- 
tally affect  the  exempt  status  of  an  association. 

Sale  of  Property 

144.    I:~-rmers'   cooper r-t ive s  are  not  eligible  for  exemption  if  they 
engage  in  the  buying  and  selling  of  real  estate  as  a  regular  business 
activity.     This  does  not  apply  to  the  incidental  sale  of  property  once 
used  in  the  business,  even  though  sold  at  a  gain.     In  G-eneral  Counsel's 
Memorajidum  19^65  (3.C.  1938-1,  172)  the  Bureau  made  a  ruling  on  this 
point  connected  v;ith  exemption  for  social  clubs.     It  is  believed  that 
the  same  principle  vould  be  held  to  govern  farm  cooperatives.  The 
ruling  is  ouoted  in  part  -^s  follovrs; 

"In  San  tee  Club  v.  White,  former  Collector  of  Intern-^-l  Revenue, 
(d7  ^ed.  2d,  5)   it  was. held,  under  section  103(9)  o^"  the  Revenue  Act 
of  l';23  and  article  330»  Regulations  7^.  tha.t  the  sale  at  a  profit  by 
a  hunting  club  of  a  part  01  its  land  which  had  become  valueless  for 
club  purposes  v;as  not  such  a  transaction  ^s  uould  cause  the  club  to 
lose  its  exempt  st.'=tus..." 

1^5*    Iollov;ing  the  decision  in  the  Santee  Club  case,  the  Bureau's 
Regulations  applicable  to  social  clubs  were  r-mended  to  add  the  follow- 
ing sentence: 

"Generally,  an  incidental  sale  of  property  will  not  de;orive  the 
club  of  the  exemption." 

21/  The  term  "regular  income,"  as  here  used,  is  inttnded  to  describe 
items  v/hich  recur  ye^-r  ^^fter  ye^r. 

22/  The  term  "ordinary  patrons"  rt,fers  to  those  who  deal  with  ^n  asso- 
ciation in  its  main  operating  functions  of  marketing  and  purchasing,  or 
in  services  related  thereto.     This  excludes  the  payers  of  extr-^nc-ous 
forms  of  income.  Pr-rs.  IUI-IU5 
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lU6.     G.C.M.  I9U65  is  further  ruoted  ps  follov;s: 

"No  gcntTpl  rule  c?n  be  lp,id  dov/n  to  determine  vhether  a  pr-rticulpr 
srile  of  property  is  ?n  incidental  sr^le,  but  epch  case  must  "bo  decided 
jDn  its  ovm  particular  facts.     In  the  instant  case  the  property  v.'as 
actually  acquired  for  the  use  of  the  club  and  not  for  the  purpose  of 
resale  at  a  profit...  The  p-'orposes '  and  activities  of  the  club  were 
not  chaiiered  either  before  or  after  the  sale  of  the  property.     To  deny 
exemption  in  this  case  v;ould  be  to  compel  an  organization  in  order  to 
qualify  for  exemption  to  retain  property  which  it  v/as  unable  to  cprry 
financially,  and  which  it  would  probably  have  lost  by  foreclosure  had 
the  property  not  been  sold.    Under  these  circumstances,  it  is  the 
opinion  of  this  office  that  the  sale  of  property  in  the  instant  case 
was  an  'incidental  sale'  within  the  meaning  of  the  above-ouoted  pro- 
visions of  the  regulations." 

IU7.     Tor  the  accounting;  treatment  of  capital  gains  and  losses  see 
paragraphs  JiSO  et  sen . 

Allowable  Amount  01  Extraneous  Income  ■ 

143.    Where  regular  extraneous  income,  as  described  in  the  first  part 
of  paragraph  l4l ,  becomes  siibstantial  in  annual  total  amount,   it  is  pos- 
sible the  Bureau  would  declaire  that  such  activities,  which  are  clearly 
of  a  nature  not  specifically  authorized  by  the  exemption  statute,  have 
reached  the  point  of  significence  vrhere  they  invalidate  exemption  eligi- 
bility.   This  Tjrobably  woiild  not  apoly  to  nonrecurring  extraneous  income 
or  capital  gains. 

Are  Investments  Restricted? 

1^+9  •  general,  the  investments  which  a  tax-eXempt  association 

chooses  to  aco^uire  are  believed  of  no  particular  concern  to  the  Bureau. 
This  is  subject  to  the  exception  that  where  an  association  has  a  capital 
reserve,  the  amount  of  any  investments  which  are  not  directly  related 
to  the  functions  01  marketing  or  pTjxchaJ^ing,  and  are  therefore  classed 
as  nonoperating  or  nonessential,  would  be  considered  in  the  calculation 
to  determine  v/hethcr  the  reserves  are  excessive.     (See  pars.  438-441 
for  a  discussion  of  this  calculation.) 

150.  In  addition,  if  the  income  from  nonoperating  investments, 
v/hether  or  not  the  association  has  any  capital  reserves,  becomes  sub- 
stantially large  in  proportion  to  the  regular  business,  as  outlined  in 
paragraph  1^-8,  a  question  may  arise  that  the  association  is  straying  too 
far  afield  from  its  exempt  primary  f\inctions. 

151.  Some  associations  are  investing  idle  funds  in  United  States 
Government  War  Bonds,  a  commendable  patriotic  practice  which  should  be 
encouraged.    Others  pay  patronage  refunds  partly  or  wholly  through  the 
issuance  of  such  bonas  or  V/ar  Savings  Stamps. 

Ownership  of  Subsidiaries 

152.  There  is  no  objection  to  an  exempt  farmers'  marketing,  purchas- 
ing, or  service  association  having  a  controlling  interest  in  another 
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exempt  organization.     In  effect,  such  a  s ulssidiary  merely  occupies  the 
position  of  an  incorporated  department. 

153.    But,  if  the  subsidiary  is  not  exempt  from  Federal  taxation,  a 
question  arises  as  to  whether  the  parent  association's  exemption  may  be 
thereby  detrimentally  affected.     Situations  of  this  type  apparently 
have  not  been  brought  prominently  before  the  Federal  authorities,  and 
it  is  thus  difficult  to  form  an  opinion  of  value  as  to  what  their 
interpretations  might  be .  . 

15^.  It  is  known  that  the  Senate  Com:nittee  on  Finance  once  expressed 
itself  in  part  as  follows,  regarding  the  exemption  statute  for  farmers' 
cooperatives  under  the  Revenue  Act  of  1926; 23/ 

"....the  Treasury  Department  in  its  regulations  has  construed  the 
existing  law  with  great  liberrdity . . . alloxi^ing  such  [exempt]  associa- 
tions...in  some  cases  to  operate  subsidiaries,   so  long  as  the  opera- 
tions are  not  conducted  on  an  ordinary  profit-making  basis." 
[Bracketed  word  added.] 

155*    This  gives  the  impression  that  a  taxable  subsidiary,  at  least 
untler  som.e  conditions,  would  be  considered  objectionable.     If  the  non- 
exempt  subsidiary's  operations,  when  combined  with  those  of  the  parent 
organization,  produce  a  consolidated  exempt  status,  there  seems  little 
reason  to  believe  that  the  parent  association's  exemption  would  be 
impaired.    Such  a  situation  probably  is  rare.     It  could  arise,  however, 
if  for  example,  the  subsidiary  were  ruled  taxable  only  because  its  non- 
member  business  exceeded  that  done  with  members,  yet  when  its  trans- 
actions are  combined  with  those  of  the  parent  organization  the 
percentage  of  nonmerriber  business  becomes  negligible. 

156.     Some  cooperative  authorities  have  the  feeling  that  since  a 
nonexempt  subsidiary  is  subject  to  a  Federal  tax  on  any  taxable  income, 
that  fe.ct  alone  should  end  the  matter  and  the  parent  association  should 
not  be  f\irther  penalized  by  the  loss  of  its  exemption.     On  the  other 
hand,  it  has  been  rather  well  established  through  a  number  of  rulings 
that  there  is  no  such  thing  as  partial  exemption, 2U/  an  organization 
being  simply  either  exem;pt  or  nonexempt.     Since  a  controlled  taxable' 
subsidiary  is  to  all  intents  and  purposes  one  and  the  same  as  its 
exempt  parent-o\-mer,  it  appears  unlikely  that  by  the  simple  separation 
of  corporate  identities  there  could  be  effected  a  virtual  condition  of 
partial  exemption,  v;hicn  under  any  other  circumstances  is  not  permitted. 


2j_/  Treasury  Department  I  .T  .-Memorandum  3886  (C.B.  X-2,  I6U)  issued 
^■^.ly  9,  1931,  quoting  P-eport  No.  52  of  Senate  Finance  Committee,  69th 
Congress,  1st  Session. 

2)+/  Farmers  Union  Cooperative  Oil  Co.  v.  Commissioner,  3S  B.T.A.  • 
'6U  U338).     Sec  "also  pars.  5cl-5o3  herein. 
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157'  followiri'?;  ojiotation  is  of  interest  ^Ithou^  it  is  not  cited 

with  the  intention  of  indicating  that  it  definitely  or  positively 
applic?  to  the  foregoing  circumstances;  2F)[ 

"...'■.•hile  the  lav;  is  somev;hat  confused  on  the  point,  it  may  he 
laia  down  as  a  general  rule  that  a  parent  and  suhsidiary  relationship 
v.'ill  be  disregarded  "by  the  courts  if  it  works  a  v;rong  to  innocent 
third  parties  or  to  the  puhlic  v/elfare.     (Henry  ¥.  Eallantine, 
'Psirent  and  Subsidiary  Gorpors.tions ,  '  California  Law  Heview,  Vol.  lU.) 
The  courts  will  not  recognize  the  distinct  identity  of  parent  and 
subsidiary  if  the  one  is  an  'agency,'  an  'ad,iunct,'  an  '  instruinental- 
ity,  '   or  the  'alter  ego'  of  the  other  -  terms  cited  by  them  in 
describing  a  relationship  between  the  two  corporations  which  justi- 
fies them  in  ignoring  the  corporate  identity  of  the  subsidiary 
coni_t,sny." 

Other  F-.ctors  Concerning  Subsidiaries 

153.     Aside  from  whether  the  mere  ownership  or  control  of  a  taxable 
corporation  or  association  destroys  exemption  eligibility  for  the  parent 
association,  there  is  another  factor  to  be  considered.     The  net  income 
earned  by  a  v/holly-ownea  subsidiary,  when  declared  as  a  dividend, 
becomes  the  property  of  the  parent.     If  such  dividends  hap^^en  to  form  a 
substantial  part  01  the  parent's  income,  the  question  of  their  status 
would  then  arise,   a.s  explained  in  para.-{raphs  1^8  and  150* 

159*     '^^  ^'-^^  nonexempt  subsidiary  operates  at  a  loss,  the  foregoing 
objection  is  eliminated,   but  another  and  perhaps  more  important  one 
supplants  it.     The  parent  then  would  be  usin='  funds  belonging  to  its 
patrons  to  defray  the  subsidiarj'-' s  loss.     The  absorption  of  such  a  loss 
undoubtedly  v^ould  be  defended  by  a  cooperative's  management  as  a  means 
toward  the  more  favorable  marketing  of  patrons'  products  or  the  more 
advantageous  purchasing  of  farm  supplies.    Yet,  an  expenditure  of  that 
t}r^Q  might  be  challengeable  as  not  v.lthin  the  purview  of  "necessary 
operating  expenses"  (see  pars.  360-363)  or  capital  reserves,  the  only 
deductions  authorized  by  the  exemption  statute  to  be  made  from  the 
proceeds  of  patrons'  products.     It  seems  this  aspect  would  have  con- 
siderably more  force  when  applied  to  associations  with  a  large  propor- 
tion of  nonraember  patrons. 

loO.    lurthermore,  any  amount  invested  by  tne  parent  in  the  capital 
of  the  subsidiary,  or  in  advances  thereto,  might  be  considered  as  an  • 
unwarranted  withholding  from  patrons  if  the  capital  reserves  of  the 
parent  association  are  ruled  by  the  Bureau  to  be  excessive.     If  advances 
made  to  a  suosidiary  are  eventually  found  uncollectible  and  charged  off 
as  a  bad  debt,  this  might  be  considered  as  outside  the  limits  of  nec- 
essary expenses. 

161.    The  'fact  that  a  subsidiary  corporation  is  owned  or  controlled 
by  an  exempt  cooperative  does  not,  of  itself,  entitle  the  subsidiary  to 


23/  i'iontgomery ,  Robert  H. ,  ed.  Financial  Handbook.  2d  Ed.  1628  pp. 
New  York,  Ronald  Press  Company,  I933.     ^ee  p.  775  thereof. 
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exemption.    However,  a  parent  aspociation' s  taxable  status  might  have  a 
bearinf:  on  a  subsidiary's  eli.^ibil ity  for  exemption.     Generally  each 
corporate  entity  is  judged  on  its  ovn  situation,  except  that  the  exemp- 
tion of  a  parent  association  possibly  may  be  affected  by  its  ownership 
or  control  of  a  taxable  corporation,  as  already  outlined. 

162.    A  t^ixable  corporation  receiving  dividends  on  capital  shares  from 
"another  taxable  domestic  corporation,  including  a  subsidiary,  is  taxed 
on  15  percent  of  such  dividends.    When  received  from  an  exempt  domestic 
corporation,  including  a  subsidiary,  dividends  are  taxed  at  full  value 
to  a  corporation  which  is  subject  to  income  tax. 

Parent-Subsidiary  Relations 

103.    The  common  conception  of  a  parent  and  subsidiary  relationship 
is  expressed  in  the  following  definition:  26/ 

"A  parent  company  is  an  operating  company  that  holds  the  stock  of 
other  operating  companies.     If  the  parent  company  actually  controls 
the  boards  of  directors  of  the  other  companies,  no  matter  hov;  small 
the  percentages  of  the  outstanding  stock  held,-  the  latter  companies 
are  called  subsidiaries.    A  corporation  that  merely  holds  some  of 
the  stock  of  another  company,  but  is  not  in  a  position  to  dictate 
the  letter's  policy,   can  hardly  be  said  to  occupy  the  position  of 
parent  company." 

IdU.    for  income  taxation  purposes,  the  Bureau* s  Segal-ations  IO3, 
pages  203-20l|-,  carry  the  following  outline  on  this  subjact: 

"The  purpose  of  section  U5  is  to  place  a  controlled  taxpayer  on 
a  ta.x  pa,rity  v;ith  an  uncontrolled  taxpayer,  b^^  determining,  according 
to  the  standard  of  an  uncontrolled  taxpayer,  the  true  net  income  from 
ti.'.e  property  and  business  of  a  controlled  taxpa.yer.     The  interests 
controlling  a  group  of  controlled  taxpayers  are  assumed  to  have  com- 
plete power  to  cause  each  controlled  taxpayer  so  to  conduct  its 
.affairs  that  its  transactions  and  accounting  records  truly  reflect 
the  net  income  from  the  property  and  business  of  each  of  the  con* 
trolled  taxpayers.     If,  however,  this  has  not  been  done,  and  the 
taxaule  net  incomes  are  thereby  understated,   the  statute  contem- 
plates that  the  Commissioner  shall  intervene,  and,  by  making  such 
distributions,  apportionments,  or  allocations  as  he  may  deem  nec- 
essary of  gross  income,   of  deductions,  or  of  any  item  or  element 
affecting  net  income,  between  or  among  the  controlled  taxpayers 
constituting  the  group,  shall  determine  the  true  net  income  of  -each 
controlled  taxpayer.'    The  standard  to  be  applied  in  every  case  is 
that  of  en  uncontrolled  taz-payer  dealing  at  arm's  length  with 
another  uncontrolled  taxpa;^'er. 

"The  term  'controlled'  includes  any  kind  of  control,  direct  or 
indirect,  whether  legally  enforceable,  and  however  exercisable 

26/  Gerstenbergy  Charles  W.    Financial  Organization  and  Management 
of  Business.    8^40  pp.    New  York,  Prentice-Hall,  Inc.,  1933 .     See  p.  679 
thereof. 
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or  exercised.    It  is  the  reality  of  the  control  vhich  is  decisive, 
not  its  lorm  or  the  mode  of  its  exercise.     A  prestunption  of  control 
arises  if  income  or  deductions  have  oeen  arbitrarily  shifted. 

"The  term- ' controlled  taxpayer'  means  any  one  of  tvo  or  more  organ- 
izations, trades,  or  businesses  owned  or  controlled  airectly  or 
indirectly  by  the  same  interests. 

"The  term  'true  net  income'  means,  in  the  case  of  a  controlled  tax- 
payer, the  net  income  (or,   as  the  case  may  be,  any  item  or  elem.ent 
affecting  net  income)  which  would  have  resulted  to  the  controlled  tax- 
pa^yer,  hrtd  it  in  the  conduct  of  its  affairs  (or,  as  the  case  may  be, 
in  the  particular  contract,  transaction,  arran^rement ,   or  other  act) 
dealt  v.'ith  the  other  member  or  members  of  the  f-roup  at  arm's  length. 
It  does  not  mean  the  income,  the  deductions,  or  the  item  or  element 
of  either,  resulting  to  the  controlled  taxpayer  by  reason  of  the  par- 
ticular contract,  transaction,  or  arrangement,  the  controlled  tax- 
payer, or  the  interests  controlling  it,  chose  to  mshe  (even  though 
such  contract,  treiisacti on,   or  arrangement  be  legally  binding  upon 
the  parties  thereto)." 

165.  A  taxable  subsidiary  of  pti  exem^pt  or  a  nonexempt  fa.rmers'  coop- 
erative must  abide  strictly  by  the  foregoing  rules.     Its  operating  loss 
must' not  be  the  result  of  transferring  an  unreasonable  amount  of  over- 
head expenses  from  the  parent  corporation,   01  insupportable  service 
charges -made  by  the  parent,  or  even  of  sales  made  to  the  parent  at  sub- 
normal prices  which  necessarily  result  in  a  less  to  the  subsidiary. 
The  subsidiary's  tax  returns  must  be  prepared  as  If  it  were  operating 
on  an  independent,   self-supporting  basi s .     If  it  performs  services  for 
the  parent.  Internal  Revenue  Agents  very  likely  will  expect  those  serv- 
ices to  be  paid  for  at  fees  commensurate  with  ordinary  commercial 
practice.  • 

166.  One  tax-exempt  corporation  proiDOsed  to  make  an  arrangement 
whereby  the  exact  amount  of  its  subsidiary's  net  income  each  year  would 
be  paid  over  to  the  parent  as  a  rental  fee  for  the  part  use  of  its 
office  equipment  and  floor  space.     Such  an  arrangement  would  be  easily 
recognized  as  a  subterfuge,  especially  where  the  rental  fee  had  no 
reasonable  relation  to  the  fair  value  of  the  lease. 

Commercial  Subsidiaries 

167^     The  foregoing  discussion  is  intended  to  refer  mainly  to  a  sub- 
sidiary association  of  a  type  which  actually  deals  v.dth  farmers  and 
Operates  for  their  benefit  on  some  semblance  of  a.  cooperative  plan.  It 
is  ass'imed  tnat  its  ineligibility  for  exemption  arises  from  some  tech- 
nicylity  which  does  not  necessarily  submerge  its  general  cooperative 
nature.    Where,  however,  the  subsidiary'-  is  plainly  a  prof it-mai:ing  com- 
mercial corporation,   securing  its  products  from  nonproducers  as  well  as 
producers,   and  does  not  operate  on  a  cooperative  1  Ian,  there  is  a  more 
serious  doubt  whether  the  parent  organization  may  be  entitled  to  retain 
its  tax-exempt  status.     It  is  not  certain  whether  the  officials  of  the 
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Bureau  have  this  particular  line  of  demarcation  in  mind.    The  foregoing, 
therefore,  represents  entirely  the  writers'  opinions. 

162.     If  a  commercial  suhsidiory  of  the  descri^bf^d  type  disposes  of 
some  of  its  proaucts  to  the  parent  organization,  the  latter  might  he  con- 
sidered engaged  in  a  nonexempt  activity  in  that  products  are  received 
from  a  nonproducer.     (lor  further  discussion  ou  this  suhject,  see  pars. 
113  et  seq^.,  also  pars.  193-201.) 

Economic  Keed 

lb9«     The  functions  of  nonexempt  subsidiaries  are  often  considered  by 
cooperative  managements  as  practically  indispensable,  under  present-day 
conditions,  to  the  efficient  conduct  of  business.    How  much  weight  the 
Bureau  may  be  inclined  to  give  this  factor  of  economic  necessity  is 
uncertain.    There  are  very  fev;  recorded  cases  which  touch  upon  the  point. 
In  one  particular  decision  the  following  statement  was  made  by  the  Board 
of  Tax  Appeals  27 /  regarding  an  association  which  operated  a  commercial 
departm.ent  (not  a  subsidiary,  however)  on  a  noncooperative  basisi 

"It  seems  to  us  that  all  of  the  activities  mentioned  originated  and 
were  continuously  m.aintained  as  incidents  of  the  association's  princi- 
pal function,  cooperative  marketing  for  agricultural  producers.  They 
were,  according  to  the  uncontroverted  evidence,  designed  to  assist  in 
the  .efficient  performance  of  that  function  by  facilitating  ..the  market- 
ing of  products,  on  the  one  hand,  and  by  reducing  the  cost  of  neces- 
sary operations,  on  the  other. 

"The  encouragem.ent  extended  to  such  enterprises  by  the  favorable 
provisions  of  the  revenue  acts  would  to  say  the  least  be  anomalous  if 
the  sacrifice  of  efficient  operations  v/ere  to  be  required  in  order  to 
attain  the  sta.tutory  exemption.    We  find  no  justification  for  such  a 
construction  of  the  law  or  of  the  regralat  ions . " 

170.  The  association  concerned  paid  an  income  tax  on  the  activities 
of  the  commercial  department,  yet  was  ruled  exempt  by  the  Board  on  its 
other  cooperative  operations.     It  is  not  a.t  all  likely  that  such  an 
arrangement  v;ill  ever  be  permitted  again  in  any  other  case  for  it  seems 
to  run  counter  to  the  general  rule  that  there  is  no  such  thing  as  par- 
tial exemption.    Nevertheles's,  the  quoted  statement  of  the  Board  is 
significant  in  that  it  recognizes  economic  necessity.     Since  the  Com- 
missioner has  not  published  his  usi;.al  acquiescence  or  dissent  concern- 
ing the  Board's  decision,  he  apparently  is  not  bound  to  follow  its 
principles . 

Affiliated  or  Auxiliary  Corporations 

171.  A  corporation  connected  v.dth  a  tax-exempt  farmers'  cooperative 
need  not  be  directly  owned.     Through  a  provision  in  the  association's 
bylaws,  or  by  other  express  agreement  v/ith  members,  the  latter  may 
authorize  the  use  of  their  savings  for  the  organization  or  purchase  of 
another  corporation.     This  also  could  be  done  through  direct  authorized 
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deductions  from  tne  sales  proceeds  of  meEbers'  or  uther  patrons'  products. 
The  main  association  may  hold  the  investment  as  a  trust  asset  for  those 
who  contributed  the  funds  for  its  acquisition. 

172.     Members  or  other  patrons  of  the  main  association  mif~ht  directly 
acquire  the  affiliated  corporation  themselves,   \\athout  a  trust  arrange- 
ment.    In  the  case  of  a  federated  organization,  the  affiliate's  owner- 
ship could  be  spread  over  the  member-associations  so  that  none  of  them 
had  a  controlling  interest. 

173»     37  proper  legal  steps,  a  cooperative  now  owning  a  nonexempt  sub- 
sidiar"  proci.bly  could  transfer  ownership  thereof  to  its  members  or 
ether  equity-holders.     A  portion  of  their  equities  could  be  used  to  pay 
for  the  transfer. 

ly^"^.    Under  these  plans  any  earnings  of  the  affiliated  corporation,  or 
what  rrdght  be  bet-cer  termed  the  auxiliary  corporation,  become  the  prop- 
erty of  its  owners  (that  is,  those  who  contributed  to  its  capital)  and 
therefore  do  not  revert  to  the  main  association.     Future  patrons  of  the 
latter. would  benefit  from  the  operations  of  the  auxiliary  corporation, 
yet  v;ould  have  no  responsibility  for  sharing  any  losses  it  may  sustain. 
This  is  an  especially  important  point  where  the  normal  operation  is 
expected  to  result  in  losses.    To  correct  this  inequity,  future  patrons 
of  the  nain  association  could  be  required,  prefers oly  through  a  separate 
agreement,  to  authorize  the  main  association  to  deduct  whatever  pro  rata 
portion  of  their  current  savings  or  sales  proceeds  is  needed  to  absorb 
the  loss . 

175 •  "tile  Bureau  should  rule  that  the  ovrnership  or  control  of  a 

nonexempt  subsidiary  destroys  a  parent's  exemption  eligibility,  it  is 
possible  that  one  of  the  foregoing  plans  might  not  be  considered  in  the 
seme  light.    This  is  problematical,  of  course,  for  if  two  entities  are 
ouned  by  the  same  parties  there  is  an  implication  of  control.     That  is 
especially  true  when  there  exists  a  joint  management  and  an  identical 
or  nearly  identical  directorate.     (See  par.  l6^.) 

A^-ents  of  Cooperatives 

176.     The  functioning  of  an  individual  or  of  another  organization 
(for  example,  a  local  country  store  dealer)  as  a  representative  of  a 
cooperative  association  for  the  purpose  of  purchasing  local  farm  products 
from  producers,  or  of  selling  mainly  to  producers  farm  supplies  furnished 
"by  the  main  association,  will  not  destroy  the  letter's  eligibility  for 
exemption  if  the  arrangement  is  conducted  strictly  on  an  agency  basis. 

177*     In  order  to  fulfill  this  purpose,  it  is  desirable  to  have  an 
actual  written  agency  contract  v.-hich  will  serve  as  evidence  of  the  opera- 
tion's character.     In  addition,  it  is  important  tnat  prices  shall  be  set 
by  the  cooperative  and  not  left  to  the  discretion  of  the  agent.  Alloca- 
tions of  annual  savings  or  refunds  thereof  on  a  patronage  basis  must  be 
made  direct  to  the  patron  himself,  not  to  the  agent.     There  would  be  no 
objection,  of  coursfe,  if  the  agent  merely  distributed  to  the  patrons  any 
checks  for  savings  refunds  made  out  by  the  association.     It  is  important 
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that  the  agent  should  not  participate  in  the  association's  savings,  "but 
rather  should  te  strictly  limited  to  a  commission  or  fee  basis  for  tno 
services  rendered. 

173.    If  aAy  of  the  patrons  viio  deal  vath  the  local  agent  are  not  mem- 
bers  of  the  main  association/ their  transactions  must  "be  classed  as 
nonmember  business.     It  is  desirable,  of  course,  to  bring  such  of  these 
patrons  as  are  eligible  into  membership.    This  could  be  done  by  arrang- 
ing to  credit  their  patronage  refunds  toward  the  purchase  of  a  member- 
ship share,  or  toward  the  payment  of  a  membership  fee*     (See  pars.  187- 
IgS  and  2U7-2Ug.) 

Member  Defined 

179'    Hegjlations  IO3  of  the  Bureau  of  Internal  Revenue  define  a  mem- 
ber as  follov/s  (on  page  239  thereof): 

"Anyone  who  shares  in  the  profits  of  a  farmers'  cooperative  market- 
ing association,  and  is  entitled  to  participate  .in  the  management  of 
the  association,  must  be  regarded  as  a  member  of  such  an  association 
vdthin  the  meaning  of  section.  10l(l2) . " 

ISO.     While  this  mentions  only  a  marketing  organization,  it  is 
intended  to  apply  as  well  to  a  purchasing  cooperative.    The  definition 
is  somewhat  misleading  in  the  use  of  the  term  "profits,"  for  a  farmers' 
association  eligible  for  exemption  must  operate  strictly  on  a  nonprofit 
basis.     True,  most  of  the  successful  cooperative  associations  aim  to 
withhold  a  small  portion  of  the  "ousiness  proceeds,  but  such  withholdings 
actu.ally  belong  to  the  patrons  and  for  lack  of  some  better  title  they 
are  usually  referred  to  as  savings,  underpayment r.  or  overcharges.  (See 
pars.  227-231,  252-25S,  c-nd  261-263.) 

181.  In  the  a.ctual  practice  of  the  Bureau,  the  effective  definition 
of  a  member  is  cmy  person,  association,  or  corporation  entitled  to  vote 
in  the  management  of  the  organization.    The  ri ght  to.  vote  is  the 
governing  f-Tctor,  not  whether  the  member  actually  exercises  that  right. 
Conversely,  anyone  without  a  voting  right  must  be  classea  as  a  nonr- 
member  from  the  Bureau's  viewpoint,  even  if  the  association  chooses  to 
designate  him  as  a  member.     (See  pars.  U12-U1U.) 

182.  A  patron  v/hose  share  of  the  savings  is  being  accumulated  to 
purchase  a  membership  cannot  be  regarded  as  a  member  until  he  acquires' 
the  right  to  vote.    V/here  such  a  patron  actually  subscribes  to  a  capi- 
tal or  membership  share,  most  associations  usually  extend  the  voting 
privilege  to  him  before  actual  payment  of  the  subscription. 

IS3.     In  one  case  2_S/  the  Board  of  Tax  Appeals  decided  in  part  as  follow^ 

"Hela,  producers  aealing  with  taxpayer  wno  aid  not  pay  tue  member- 
ship fee  reo^uired  by  its  articles  ond  bylaws  may  not  be  regarded  as 
members ..." 

28/  Hiverdale  Gooperfitive  Creamery  Association  v.  Commissioner, 
18  B.T.A.  1159  (1930).  "^^ 
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ISU.     This  gives  the  impression  that  an  association's  own  r'oles  must 
be  followed  out  before  a  patron  aay  be  recognized  as  a  member  by  the  tax- 
ing authorities. 

(Qualifications  for  Membership 

185-    Neither  the  'j-xemption  statute  nor  the  Bureau's  Regulations  make 
any  direct  reference  to  the  types  of  persons  or  concerns  that  are  per- 
mitted to  become  members  of  exempt  farm  cooperatives.    However,  this  is 
fully  taken  care  of  indirectly  through  a  requirement  which  limits  the 
voting  rights  held  by  nonproducers .     (See  Requirement  ITo.  7,  page  IO9  .) 

186.     There  is  some  question  whether  a  nonexempt  farmers'  cooperative 
may  be  considered  as  a  producer-member  of  an  exempt  farmers'  associa- 
tion.    (Por  a  full  discussion  of  this  subject,  see  pars.  198-201.) 

Membership  Admission 

lo7-    Sy  keeping  the  membership  fee  very  lov;,  some  associations  make 
it  eacy  for  patrons  to  become  members.    A  few  even  have  arrangements  ■ 
whereby  it  is  rather  difficult  for  a  patron  not  to  become  a  member. 
This  is  true,  for  instance,  where  thf?  reverse  side  of  the  form  of  check 
used  by  an  association  for  payments  to  patrons  has  a  notation  like  the 
following  printed  thereon  just  above  the  place  for  the  patron's  endorse- 
ff.ent : 

"By  endorsing  this  check  I  hereby  apply  for  and  accept  membership 

in -the    _    Association  and  agree  to  permit  the  deduction  of 

50  cents  from  my  share  of  annual  savings  for  the  purchase  of  a  mem- 
bershix) . " 

183.     It  is  believed  the  Bureau  would  offer  no  objection  to  a  practice 
of  this  kind.    Hov;ever,   some  State  laws  prohibit  this  method  of  making 
patrons  members. 

Products  of  Members  Defined 

.189.     Occasionally,  producer-members  of  a  marketing  association  will 
purchase  some  -farm  products  from  a  neighboring  farmer  and  vdll  market 
such  XJi'oducts  through  the  association  alang  with  and  as  their  own.  Where 
the  association  is  unaware  of  this  practice  there  is,  of  course,  no 
obligation  tc  do  anything  about,  it. 

190.     If  the  contrary  is  true,  however,  the  association  should  refuse 
to  accept  the  nonmember's  products  since  they  might  be  held  technically 
as  in  the  class  of  products  received  from  a  dealer,  an  activity  not 
permitted  for  exempt  organizations  (see  pars.  II3  et  seq. ).     This  is  on 
the  theory  that  the  member  is  actually  a  dealer  so  far  as  his  neighbor's 
products  are  concerned.     This  type  of  situation  has  not  been  definitely 
passed  upon  by  the  Bureau.     The  products  may  be  accepted,   of  course,  if  • 
offered  in  the  name  of  the  nonmember  producer,  it  being  understood  he 
would  then  receive  his  share  of  the  savings.    This  must  be  accounted 
for  as  nonmember  business,  of  course. 
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191.  It  is  possible  there  may  "be  extenuatin*:!:  conditions  under  which 
the  Bureau  might  feel  Justified  in  permitting;  this  practice.    A  typical 
instance  woxild  "be  v/her^i  a  member's  crop  failed  arid  he  is  forced  to  pur- 
chase products  either  from  dealers  or  other  producers  in  order  to  fill  a 
definite  contract  with  the  association.    On  tne  other  hcnd,^  the  Bureau 
probably  would  not  look  favorably  on  a' situation  v;here  the  patron  sold 
his  crop  on  the  outside  and  then  made  a  favora.ble  purchj.se  of  an  equiva- 
lent cimount  of  products  in  order  to  fulfill  his  com.nitments  to  the  asso- 
ciation.    If  the  membership  agreement,  marketing  contract,  or  other 
legal  paper?  e^-pressly  give  members  the  right  to  purchase  farn  products 
and  present  'them  as  their  own,   such  a  deliberate  provision  probably 
would  give  cause  for  the  invalidation  of  exemption.     (See  pars.  552- 
553-) 

192.  Fone  of  the  foregoing  obser^rations  is  intended  to  apply  where 
products  grown  by  a  tenant  are  turned  over  as  a  rent  payment  to  a  land- 
lord v.ho  then  markets  tlie  products.     Neitiier  does  it  cover  products 
raised  in  partnership  and  presented  for  marketing:  by  one  of  the  partners. 

Producer  Defined 

193*     Income  Tax  Regulations  IO3  define  a  producer  or  farmer  as 
f ollovs: 

"All  individuals,  partnerships,   or  corporations  that  cultivate, 
'  operate,  or  manage  farms  for  gain  or  profit,  either  as  ov/ners  or 
tenants,  are  desi^^nated  as  farmers.  '  A  person  cultivating  or  operat- 
ing a  farm  for  recreation,  or  pleasure,  the  result  of  v;hich  is  a 
continual  loss  from  year  to  year,   is  not  regaraed  as  a  farmer.'' 

19^.     The  foregoing  appears  in  a  section  of  the  Regulations  which 
does  not  relate  necessarily  to  the  exemption  of  cooperf:tives .     It  is 
prob'/Dle,  hov.-ever,  that  the  definition  v;0uld  be  held  generally  applica- 
ble to  the  term  "producer"  as  used  in  the  exemption  statute.  This 
excepts  the  possibility  that  the  Bureau  might  rule  that  patrons  vho 
raise  an  exceedingly  small  quaxitity  of  farm  products  may  not  be  classed 
as  farmers  in  figuring  the  15  percent  limita.tion  on  supply  business 
with  nonproducers  (see  pars.  U76  et  seq. )  and  in  determining  the  pro- 
portion of  voting  rights  in  the  hands  of  nonproducers  (see  pars.  ^9^ 
et  seq,). 

195*     A  person  residing  in  a  to\\'n  or  city,  and  personally  ina'ctive  in 
farming,  may  be  considered  a  producer  by  virtue  of  a  fa.rm  operation 
conducted  by  his  employees,  whether  he  owns  or  rents  the  lani.    This  is 
his  classification  for  vote-holding  purposes.     V/hether  he  can  be  con- 
sidered a  producer  fis  to  his  supply  purchases  for  noniar.a  use,  is 
uncertain.    A  farmer  may  raise  products  not  handled  by  an  association 
and  still  be  classed  as  a  producer  so  far  cs  his  purcnases  of  supplies 
are  concerned.     A  farmhand  working  for  a  sfJary  may  be  considered  a  pro- 
ducer so  far  as  holding  a  voting  right  in  a  cooperative  is  concerned, 
and  also  as  to  the  purchase  of  supplies. 
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196.    A  feed-lot  operator  is  not  a  producer  with  respect  to  his  pur- 
chases of  feed  or  other  supplies  for  the  lot,  although  it  is  possible  he 
may  oe  a  producer  as  to  a  faxiii  vhich  ma;;^  he  located  elsev.here.    He  is  a 
couimerci al  livestock  dealer  to  the  extent  of  the  feed-lot  operations. 
A  landlord  vho  actually  does  no  farming  hut  receives  a  share  of  his 
tenant's  crop  in  payinent  of  rent,  is  entitled  to  be  classed  as  a  pro- 
ducer 22,/  and  so  is  the  tenant,  provided,  of  course,  they  neet  the  other 
outlined  conditions.     The  status  of  a  farm  landlord  whose  tenant  pays 
rental  in  cash  is  indefinite  as  to  whether  he  may  be  classed  as  a  producer. 

197'        farming  corporation  is  a  producer  to  the  extent  of  produce 
grown  by  it .    A  dealer  in  produce  is  not,  by  reason  of  that  fact,  a  pro- 
ducer.   Any  other  groups  or  entities  temporarily  engaged  in  forming,  for 
example  through  the  operation  of  farm  property  taken  over  in  foreclosure, 
are  classed  a.s  producers.    This  would  include  banks,  life  insurance  or 
ordinary  corporations,  townships,  cities,  counties,  State  or  other  local 
governmental  units,  Tedoral  land  banks  or  other  Tedpral  agencies,  etc. 
■Their  purchases,  however,  from  a  cooperative's  supply  department  of  any 
items  not  actually  used  on  the  farms  operated,  ;nust  be  considered  as 
business  with  a  nonproducer.    This  excepts  business  done  for  the 
United  States  or  any  of  its  agencies,  under  the  conditions  outlined  in 
paragraphs  2O3-226. 

Are  Cooperatives  Producers? 

193.     The  business  done  vdth  another  tax-exempt  farmers'  cooperative, 
Or  with  a  tax-exempt  federated  farmers'  cooperative,  is  properly  classed 
as  business  v.lth  a  producer,   since  those  organizations  represent  pro- 
ducers.   Eowever,  vhere  the  other  organization,  though  it  is  knov/n  as  a 
farmers'  cooperative,  is  not  exempt  from  Federal  taxation,  a  question 
arises  as  to  whether  it  may  be  considered  a  producer,   or  must  be  classed 
as  a  nonproducer. 

199*  definite  information  is  available  on  this  subject,  although 

it  is  known  that  exem-jjtion  v;as  approved  for  a  federated  cooperative 
most  of  whose  membership  is  co.mposed  of  nonexem-pt  farm  cooperative  asso- 
ciations.    This  is  tantamount  to  considering  them  as  producers.  That 
case  alone,  however,  may  not  conclusively  ir^icate  a  general  principle 
for  it  is  possible  the  Com.missioner' s  decision  was  based  on  an  analysis 
of  each  of  the  nonexempt  cooperatives  concerned,  which  resulted  in  the 
finding  that  they  were  actually  taxable  for  minor  reasons  v,hich  did  not 
essentially  change  their  nature  as  bona  fide  cooperatives  entitled  to 
be  considered  as  agents  or  representatives  of  producers. 

200.     Thus  the  distinction  between  a  producer  and  a  nonproducer  organ- 
ization is  uncertain.     Certainly  there  are  many  types  of  so-called 
farmers'  cooperatives  wiiich  operate  on  a  comvaercial  basis  and  therefore 
could  not  be  reasonably  held  to  represent  producers,  at  least  in  the 
same  sense  that  true  cooperatives  do.    Perhaps  a  fair  test  of  what  con- 
stitutes a  producer-0'>"^f:!ni zation  might  be  not  m.srely  whether  it  is 

2^ /  larmers  Coo-oerative  Creamery  Association  v.  Commi ssioner ,  21  B.T.A. 
265  (1930).  ^  ~ 
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taxable  or  nontaxable,  but  whether  a  majority,  or  perhaps  substantially 
all,  of  its  ownership  or  control  is  in  the  hands  of  fanners,  even  though 
the  operations  may  be  conducted  entirely  on  a  conmercial,  noncooperative 
basis.     Some  limitation  vould  have  to  be  set,  of  course,  on  the  amount 
of  produce  received  from  dealers,  for  certainly  a  preponderance  of  such 
transactions  would  cleaTly  indicate  a  nonproducer  status. 

201.  V('here  any  business  is  done  with  nonexerapt  cooperatives,  or 

where  voting  membership  in  the  association  is  held  by  them,  it  is  believed 
important  to  bring  these  facts  to  the  Bureau's  attention  for  a  decision 
as  to  the  effect  on  exemption  eligibility. 

Sales  to  I'Tonproducerg 

202.  Ihe  discussion  in  this  entire  section  concerning  business  with 
nonproducors  is  not  intended  to  refer  to  an  exempt  association's  mar- 
keting function  in  the  sales  of  fa-rm  products  to  nonproducers .  Such 
transivctions,  of  course,  are  entirely  unrestricted.    Purchases  of  farm 
supplies  made  for  and  turned  over,  that  is  sold,  to  nonproducers  are 
limited  as  described  in  para.graphs  ^76  et  seq.     Income  for  services 
rendered,  or  other  types  of  miscellaneous  income,  may  be  received  from 
nonproducers,  but  the  total  of  such  receipts  is  restricted  as  explained 
in  paragraphs  133-1^3. 

Business  for  the  United  States 

203.  An  amendment  made  in  193^  added  the  following  sentence  to  the 
exemption  statute: 

"Business  done  for  the  United  States  or  any  of  its  agencies  shall 
be  disregarded  in  determining  the  right  to  exemption  under  this 
paragraph . " 

20U.     The  term  "paragraph"  refers  to  the  whole  of  Section  10l(l2)  of 
the  Internal  Revenue  Code  v;hich.  concerns  the  exemption  of  farmers'  coop- 
eratives . 

205.  In  administering  the  quoted  provision,  the  Bureau  has  permitted 
the  described  business  to  be  placed  in      separate  category  from  either 
member  or  nonrnember  business  when  determining  the  permissible  amount 
(one-half)  of  nonrnember  t.ransactions  .     (See  further  discussion  in 

par.  ^11.)     Congressional  correspondence  files  indicate  this  was  one  of 
the  legislators'  main  intentions  when  they  prepared  the  amendment. 

206.  By  this  provision,  business  done  for  the  Government  also  is 
removed  from,  consideration  in  calculating  the  I5  percent  limitation  on 
supply  business  done  with  nonniembers  who  are  not  ^oroducers.     (This  is 
further  explained  in  par.  USS.)  .  ■  -  . 

207.  What  other  effect  is  intended  by  this  provision?     Since  the 
term  "disregarded"  is  oj-iite  broad,  some  authorities  believe  it  permits 
an  exemxjt  farmers'  cooperative  to  engage  in  any  type  of  business  when 
it  is  done  for  the  Governm.ent,  whether  of  agricultural  origin  or  not, 
and  whether  on  a  cooperative  basis  or  not.     The  Bureau  gives  some 
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credence  to  that  vie\\rpoirit  for  it  does  not  demand  that  exempt  coopera- 
tives shall  refund  or  allocate  to  the  G-overn.-nent  anj""  savings  (or  gain) 
made  on  business  done  for  the  Government  or  its  agencies.  Instead, 
such  Savings  in  a  particular  year  m?^  "be  handled  so  as  to  inure  to  the 
"benefit  of  a  cooperative's  other  patrons  in  that  year. 

20S.     Considera.ble  discussion  has  arisen  ori  the  exact  meaning  of  the 
phrase  "business  done  for."    V/hy  v;as  "for"  used,  instead  of  "with''?. 
Did  Congress  thereby  intend  to  differentiate  betv;een  kinds  of  trans- 
actions with  the  Government?     In  the  opinion  of  the  writers,  the  le^'is- 
lators  probably  used  tne  word  "for"  because  it  i^/as  appropriate  to  the 
agency  concept  of  cooperative  associations.    This  coincides  with  other 
portions  of  the  exemption  statute  in  which  those  organizations  are 
regarded  fundamentally  as  agents  for  their  patrons  in  the  marketing  of 
produce  for  them  and  in  the  purchasing  of  supplies  for  them.     (See  also 
p->.rs.  229-231.)  ■  ■ 

209.  Since  the  Treasury  Department  has  ruled  officially  30/  that 
nonagency  t^/pes  01  farmers'  cooperatives  are  construed  to  be  included 
under  the  terms'  of  the  exemption  statute,  it  seem.s  reasonable  to  con- 
clude that  the  term  "with"  is  interchangeable  with  the  word  "for."  This 
actually  has  been  the  Bureau's  policy  so  far  as  the  sale  of  supplies  and 
equipment  to  governmental  agencies  has  been  concerned.     Such  supply  sales 
have  been  classed  as  business  done  for  the  Government,  whether  or  not  an 
adv .an ce- verbal  or  written  contract  existed. 

210.  Where  a  marketing  a.ssociation  purchases  fam  produce  outright 
from  a  governmental  agency,  the  association  taking  title  to  the  produce, 
this  m.ay  be  said  to  be  business  done  with  the  Government.    On  the  theory 
outlined  in  the  foregoing  paragraph,  however,  such  transactions  may  be 
considered  as  embraced  \\dthin  the  phrase  "business  done  for." 

211.  If  a  representative  of  the  Government  places  an  order,  either 
verbally  or  in  writing,  for  a  certain  quantity  of  farm  produce  from  a 
marketing  association  and  the  latter  is  unable  to  supply  the  entire 
quantity  from  commodities  delivered  by  its  ovm  patron-producers,  would 
outside  purchases  m;\de  by  the  association  from  commercial  dealers  to 
fill  such  an  order,  be  considered  as  business  done  for  the  Government? 
Although  there  are  no  formal  published  rulings  on  this  phase  of  the 
subject,  certain  cooperatives  engaged  in  furnishing  supplies  for  the  war 
effort  have  been  given  favora^ole  advice  thereon  by  the  Bureau  recently. 
(See  pars.  22^-226A. ) 

212.  It  seems  possible,  at  any  rate,  that  such  outside  purchases  of 
farm  produce  from  nonproducers ,   or  even  from  ijonmember  producers,  and  the 
resulting  sale  to  the  Government,  may  be  considered  properly  as  a  pur- 
chasing, not  a  marketing,  function.     (See  pars.  12^  and  ^87-)    There  are 
no  definite  restrictions  on  what  is  to  be  included  or  excluded  in  the 
purchasing  operations  of  a  farmers'  cooperative.     In  fact,  the  term,  "sup- 
plies and  equipment"  as  used  in  the  statute  appa.rsntly  is  capable  of  a 
very  broad  interpretation.-   (See  discussion  in  pars.  IO6-IOS.) 


30/  Treasury  D.'partment  I.T.-Mimeogrfphed  3886  (C.B.  X-2,  I6U)  (I93I). 
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213'    Thus,  when  farm  prodacts  are  purchased  "by  a  governnient al  agpncy 
from  a  marketing  association,  there  is  no  reason  vhy  the  transactions 
may  not  "be  considered  as  a  purchase  of  "supplies."    The  acquisition  and 
STile  of  the  products,  therefore,  could  be  handled  in  the  association's 
purchasing  or  supply  departnent .     In  tho.t  position,  purchases  frOm  com- 
mercial dealers  would  not  be  objectionable.     Such  purchases  ordinarily 
are  not  perraitted  in  the  markotin;^;  department  of  an  exeiript  cooperative, 
as  is  discussed  in  paragraphs  II3-I2U. 

21U.     If  the  farm  products  sold  to  the  Government  originated  with  mem- 
bers, the  association  should  consider  the  transaction  as  a  marketing 
f^anction.     In  that  way  the  members  furnishing  products  v;ould  receive  a 
patronage  refund  covering  the  savings  (or  gain)  on  the  sales.    Any  por- 
tion of  the  pro.ducts  .sold  to  the  Government  v;hich  is  determined  to  have 
oi^iginated  with  nonmember  jrOvj.ucors  nr  ''dth  commercial  dealers  could 
be  sc;grei;;ated  and  considered  as  a  purchasing  departnent  function. 

215.     In  such  an  event,  the  savings  (or  gain)  on  that  portion  of  the 
transaction  need  not  be  paid  to  the  Government  but  may  be  handled 
instead  so  g.s  to  inure  to  the  other  patrons  of  the  supply  department, 
or  even  to  the  patrons  of  the  marketing  department.     Of  course,  if 
desired,  tne  concerned  nonmember  producers  and  the  dealers  could  be  per- 
mitted to  participate  in  the  savings'  'refund's  or  .allocations  based  on 
the  product r~  received  from  them. 

21d.     Eov;  the  v';;rii  tions  mentioned- In  the  'foregoing  paragraph  may  be 
handled  by  interdepartmental  transfers  is  shovn  in  the  following  three 
hjnpothotical  plfns  (the  figures  consist  only  of  fsLrrn  products  sold  to 
the  United  States. or  an;-  of  its  R,gencies^: 


Byrplanati  on 


Inter- 

depart- 
Original  mental 
amount  transfers 


Revised 
Amount 


Marketing  Departnent 


Members'  products 
Purchased  by  asfeociation. . . . . 

Sales  thereof  by  association. 


$  1,000 
1 ,100 


ITet  sa.vings  after  expenses  

ITcnmembers'  or  de.-j.lers'  products 

Purchased  by  association   $ 

ciale  or  transfer  thereof  to.  purcnacirig 
departmetit  ^-belov)  •  ^_ 

Net  savinj;s  after  expenses  

Tot'^1  net  savings  of  marketing  de-oartment .  . 


500 


$  1,000 
1,100 

 20 

$  500 


300  , 


a/  Distributed  or  allocated  to  members  only. 


500 

None 
20  a/ 
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Inter- 
CRpart- 

Original  mental  Revised 

Erolcnaticn  sniount        transfers  a:riOunt 


fLM  A  (Continued) 
Purch.-- pinr  or  supply  department 

Purchases  transferred  from  marketing 

department  (above)   $    5^0         $  500 

Sales  thereof  "by  association   550 

Net  savings  of  purcliasing  department 
after  ex_yenses    10  ^ 

FLAiT  3 

Markqtin^;'  department 
Members'  products 

Purchased  "by  association   $  1,000    $  1,000 

Sales  thereof  "by  association   1  , 1 00.    1,100 

Net  savings  after  ex73ensep   20 

Nonmemders'   or  dealers'  products.' 

Purchased  by  association   $      500    $  500 

Sale  or  transfer  thereof  to  purchasing 
department  (below)     $    550  550 

Net  savings  ai'ter  expenses    10 

Total  net  savings  of  marketing  department   I  20c 

Purchasing  or  supply  department 
Purchases  transferred  from  marketing 

department  (above)   $    550  $  550 

Sale  thereof  by  association       550 

Net  savings  of  ourchasing  department 
after  expenses   None_ 

PL  All  G 

Plan  G  is  the  same  as  Plan  3  except  that  the  net  savings  of  $30  are 
distributed  or  allocated  among  all  those  who  furnished  farm  products. 
This  includes  member,  nonmembers  and  dealers. 


b/  Distributed  or  allocated  to  patrons  of  supply  departm.ent,  excluding 
the  United  States  or  its  agencies. 

c/  Dist  ributed  or  allocated  to  members,  only,  excluding  nonmembers  and 
dealers . 
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217«    These  three  plans  not  only  form  a  "basis  for  the  optional  distri- 
bution of  savings'  on  G-overnrient  business,  but  since  any  products  sold  to 
the  G-overnment,  which  were  acyiired  irou  nonmembers  and  dealers,  are 
transferred  to  the  purchasing  or  supply  department,  there  is  no  necessity 
for  classing  either  their  acquisition  or  their  sale  r.s  member  or  nonmem- 
ber  business.    This  apparently  is  compatible  vith  the  expressed  inten- 
tion of  the  legislators  as  mentioned  in  paragraph  2O5 . 

21s.     A  marketing  association  which  pools  the  sales  proceeds  of  its 
patrons'  products  could  use  an^-  of  the  described  three  plans,   if  desired. 
PlaJi  A  couLd  be  e.ffected  by  excluding  from  the  pools  any  products  sold 
to  the  Government  or  its  agencies  when  such  products  are  'received  from 
nomneraber  producers  or  from  dealers. 

219*     S'rom  the  loregoing  a  question  arises  that  if  farm  products  may 
be  sold  through  the  purchasing  department  as  a  supply  item  to  the 
Government,  what  is  to  prevent  similar  treatment  for  sales  made  to  other 
persons  or  entities?    This  is  contrt^lled  to  a  certain  extent  by  another 
exemption  requirement  \\^iiich  permits  the  sale  of  supplies  to  nonproducers 
who  are  not  members  only  up  to  I5  percent  of  the  total  supply  business. 
(See  pars.  U76  et  seq. )     Such  limit  does  not  apply  to  business  done  for 
the  Governjnent  as  already  explained  in  paragraph  206. 

Services  for  the  United  States 

220.     Entirely  within  the  scope  of  "business  done  for  the  United  States' 
are  believed  to  be  all  types  of  services  rendered  for  governmental 
agencies  on  which  fees  or  commissions  are  paid.     Some  of  these  include 
processing,  packing,  handling,   storing,  marketing,  and  purchasing  serv- 
ices.    The  latter  tv.'0  services  refer  to  the   situation  existing  vhere  a 
cooperative  association  acts  as  an  agent  on  a  fee  basis. 

221.  An  example  of  such  a  purchasing  service  exists  where  a  market- 
ing association,   acting  as  the  agent  of  the  federal  Surplus  Commodity 
Corporation,  m.akes  purchases  of  farm  products  on  the  open  market  for 
price  stabilization  purposes.    lees  are  charged  for  this  service,  also 
for  the  storage  of  the  products  awaiting  their  disposition  upon  order 
from  the  Corporation.     Another  instance  is  when  a  cooperative  makes  pur- 
chases of  supplies  and  equipment  on  a  fee  basis  without  taking  title  to 
the  merchandise. 

222.  The  Co;r.-".odity  Credit  Corporation,  another  governmental  agency, 
stores  grain,  cotton  and  other  farm  products  with  cooperative  associa- 
tions to  which  warehousing  and  handling  fees  are  paid.    Vhere  storage 
or  other  fees  are  paid  by  governmental  agencies  which  do  not  have  title 
to  the  products  concerned,  such  fees  nevertneless  may  be  considered  as 
business  do-ie  for  the  C-overnirient ,  according  to  informal  advice  from 
the  Bureau, 

223.  The  net  savings  (or  gain)  on  service  fees  or  commissions  need 
not  be  paid  to  the  Government  agency,  but  inste.ad  may  be  allocated  or 
distributed  to  the  association's  other  patrons  on  a  patronage  basis. 
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Wartime  Conditions 

224.     i'lany  farmers'  cooperatives  are  now  processing  various  food  prod- 
ucts for  disposal  in  var  emergency  lend-lease  channels.     In  order  to  meet 
the  required  volume  it  becomes  necessary  at  times  to  make  purchases  of 
farm  produce  from  commercial  dealers  v.hen  sufficient  volume  is  not  avail- 
able from  producer-patrons.    Other  cooperatives  process  food  commodities 
on  a  fee  basis  for  outside .dealers  who  then  sell  the  finished  product 
to  the  Government  in  connection  with  the  war  program. 

Dehydration  Subcontractors 

225*     The  status  of  tax-exempt  farmers'   cooperatives  which  act  as  sub- 
contractors in  connection  with  the  dehydration  of  products  for  the 
military  or  lerid-lease  program,  was  officially  ruled  upon  in  a  letter 
dated  October  2,  19^2  from  the  Acting  Secretary  of  the  Treasury  to  the 
Secretary  of  Agriculture.    The  significant  portion  of  that  letter  is 
here  ojioted:  . 

"It  is  believed  that  business  done  by  a  farmers'  cooperative  organ- 
ization otherwit-e  exempt  under  section  lQl(l2)  of  the  Internal  Reve- 
nue Code  pursuant  to  contracts  entered  into  for  dehydrating  commod- 
ities in  cooperation  with  the  Department  of  Agriculture,  whether  as 
prime  contractor  or  as  subcontractor,  and  in  the  lurtherance  of  the 
military  or  lend-lease  program  of  the  United  States,  constitutes 
business  d  one  for  the  United  States  or  one  of  its  agencies  v;ith*n  the 
meaning  and  intendment  of ...  section  10l(l2)  of  the  Internal  Revenue 
Code  and  that  such  business  would  not  affect  the  st'atus  of  the  coop- 
erative organization  for  Pederal  income  tax  purposes." 

Direct  Government  Contracts 

22b.     In  response  to  an  inquiry  from  one  cooperative,  the  Deputy  Com- 
missioner of  Internal  Revenue  on  Novem/oer  20,  19^2,  replied,   in  part,  as 
follows: 

"It  is  stated  that  your  facilities  for  grading,  'processing,  packing 
■  and  marketing  eggs  and  poultry  products  include  cold  storage  egg- 
drying  equipment  and  a  poultry  cannery.     Your  facilities  for  drying 
eggs  and  canning  chickens,  operating  on  an  ?-hour  da^'  basis  for  Uo 
hours  ■p'jr  veek,  will  han-ile  all'-tho  prodU'-ts  produced  by  you:-  pro-  . 
ducer  patrons,  but  by  running  extra  shifts  you  could  greatly  enhance 
the  output  needed  by  the  War  and  ITavy  Q,uarter;naster  Market  Centers. 
If  you  increase  your  output  for  the  benefit  of  the  war  effort,  it 
will  be  necessary  to  purcnase  the  additional  eggs  and  poultry  on  the 
open  market  as  there  is  no  hope  of  receiving  gre<ater  quantities  from 
the  producers  in  your  territory. 

You  req_uest  to  be  advised  as  to  whether  you  may  purchase  these 
additional  products  and  process  the  same  for  Government  agencies  with- 
out losing  your  exempt  status  and,   if  so,   v.hether  you  will  be  required 
to -pay  patronage  dividends  to  wholesalers  from  whom  you  purchase 
products. 


Pars.  22U-226 


In  view  of  the  fact  thnt  section  101 (l 2)  of  the  Internal  Revenue 
Code  provides  that  business  done  for  the  United  States  or  any  of  its 
agencies  may  oe  disregarded  in  determining  the  cooperative's  right  of 
exemption  from  the  payment  of  Federal  income  tax,  it  is  the  opinion  of 
this  office  that  you  nay  purchase  eggs  and  chickens  in  the  market  for 
the  purpose  of  filling  orders  on  G-overriment  contracts  without  losing 
your  right  to  exemption  under  section  101 (12)  of  the  Internal  Revenue 
Code.     It  is  the  further  opinion  of  this  office  that  you  will  not  be 
required  to  pay  p'artonage  dividends  to  the  wholesalers  from  whom  you 
purchase  products  to  fill  war  contracts  made  v.dth  Government  agencies. 

226a.    While  the  rulings  cuoted  in  paragraphs  225  and  22b  technically 
cover  only  the  subjects  of  dehydration  and  poultry  operations, • it  seems 
reasonable  to  presume  that  the  principle  involved  would  be  applicable 
to  other  activities,  as  well. 

ITonfederal  Governments 

22b3.    Business  done  for  or  v/ith  local  governmental  units  such  as 
tovm.ships,  counties,  cities,   states-,   etc.,  is  not  within  the  scope  of 
"business  done  for  the  United  States  or  any  of  its  agencies."  Local 
goverrments  are  not  agencies  of  the  United  States. 
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Requirement  No. '2 

Operations  Must  Be  of  a  Mutual  Nature 
V.'ith  Equal  'r^reatment  for  All  i^atrons 

Mutual  "Plan 

227.  A  tax-exempt  farmers'  association  must  conduct  its  business  on  a 
mutual  or  cooperative  plan.     This  requirement  originates  in  the  follow- 
ing language  of  the  Federal  statute  v;hich  grants  exemT)tion  to  such  asso- 
ciations when  they  are  organized  and  operated  for  the  purpose  of: 

"...marketing  the  products  of  members  or  other  producers,  and  turn- 
ing beck  to  them  the  proceeds  of  sales,  less  the  necessary  marketing 
expenses,  on  the  basis  of  either  the  quantity  or  the  value  of  the  prod- 
ucts furnished  by  them..." 

or  for  the  purpose  of: 

■' .  . .  Durchasing  supplies  and  equipment  for  the  use  of  m.emibers  or 
other  persons,  and  turning  over  such  supplies  and  enuipment  to  them 
at  actual  cost,  plus  necessary  expenses." 

228.  The  nonprofit,  mutual  nature  of  the  permitted  type  of  operation 
clearly  distinguishes  cooperatives  from  commercial  business  concerns  whose 
main  objective  is  to  make  profits  for  the  ben:fit  of  the  proprietor  or  the 
investing  shareholders.    The  quoted  portions  of.  the  statute  have  been  held 
officially  on  many  occasions  to  imply  an  equal  treatment  for  all  patrons, 
whether  members  or  nonmem.bers,  in  transactions  arising  from  marketing,  " 
purchasing  and  related  functions. 51/     (See  pars.  232  et  seq.) 

Agency  and  Nonagency  Cooperatives 

229.  The  foregoing  quotations  from  the  statute  have  been  construed  by 
the  Treasury  Department  to  cover  not  only  agency-type  organizations,  but 
also  those  which  take  title  to  the  products  received  from,  or  sold  to 
patrons. 32/    They  extend  as  well  to  associations  v;hich  are  engaged  only 
in  furnishing  services  related  to  marketing  or  purchasing  operations. 

230.  In  final  effect,  all  true  cooperative  organizations  are  regarded 
by  some  authorities  as  agencies.     Thus,  a  so-called  purchase-and-sale 
marketing  cooperative  which  takes  title  to  the  products  is  deemed  to  have 
the  nature  of  an  agency  since  the  purchase  price  paid  to  patrons  theoreti- 
cally represents  merely  an  advance  which  is  augmented  at  the  close  of  the 
year  by  the  allocation  or  refund  of  net  savings. 

231.  Similarly,  a  farm  supply  organization  is  virtually,  and  in  many 
cases  actually,  a  purchasing  agent  for  its  patrons.    Following  this  - 


31/  For  example,  see.  Farmers  Union  Cooperative  Co.,  ^^tc.  v.  Co.mmi ssioner , 
90  F.  2d  483  (1937) . 

32/  Treasury  Department  IT  -  ?"imeogra-ihed  3336  [C.^^.  X-2,  164)  (1931). 
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theory,  its  so-called  savings  are  merely  the  result  of  temporary  over- 
char^es  to  patrons  f'^-^  merohandise  purch.ased  and  turned  over  tn  them. 

Whnt  Is  Enurlity? 

23?-    As  already  mentioned,  the  exemption  statute  has  "oeen  held  offi- 
cially to  imply  an  equality  of  treatment  for  all  patrons  in  direct  Dusiness 
deRrin£S.    Of  all  the  requirements,  this  one  fives  rise  to  the  greatest 
nu-mher  of  difficulties.    Precisely  what  constitutes  equal  treatment  in  a 
f-irm  cooperative's  operations  is  a  ouestion  which  is  suhject  to  a  v^'riety 
cf  opinions  and  interpretations.     Students  of  cooperation  who  h^^ve  given 
this  matter  some  earnest  thought  usually  come  to  the  conclusion  thr-t  ver-- 
feet  eouality  or  perfect  equity  is  impossihle  to  achieve  even  if. there 
existed  a  ready-made  agreed  definition  thereior.     In  the  future  factors 
may  :-rise  to  influence  what  mif^ht  he  considered  eouitahle  today,  .. 

??33.    Farm  cooperatives  in  tnis  country  nro  using  ii^.ny  different  plans 
of  operation.    As  an  illustration,  num  .--rcu.s    varieties  of  pooling  methods 
and  pooline:  periods  are  employed.    Obviously,  all  of  these  methods  v;ith. 
different  results  cannot  be  absolutely  right,  nor  can  all  of  them  truly 
represent  equity.    Yet  they  do  reflect  the  ide:as  of  each  association's 
membership  of  ivhat  they  believe  to  be  .equitable . 

'  It  is  reasonable  to  assume  that  trie  Bureau,  of  Internal  Revenue 
xvill  not  attempt  to  question  these  detailed  internal  policies  of  exempt 
associations  unless  there  is  a  material  departure  from  obvious  standards 
of  substantial  equity.     Such  equity  may  be  concisely  defined  as  an  absence 
of  discrimination  among  members  3.?/,  or  against  nonmembers,  in' pricing, 
in  rem.itting  or  pooling  sales  proceeds,  in  the  charging  of  marketing  com- 
missions or  other  service  fees,  in  the  rate  and  payment  of  patronage 
refunds,  and  in  the  allocation  of  operating • savings  held  in  the  business, 

235.     Although  nonm.em.bers  must  be  permitted  to  share  on  a  patronage  basis 
in  operating  savings  derived  from  business  done  with  them,  it  is  believed 
that  the  exemption  statute  does  not  obligate  an  exempt  cooperative  to 
recognize  nonm.embers  in  the  distribution  of  nonoperating  or  capital  gains. 
No  rulings  on  this  have  been  published, '  hovrever,  by  the  tax  authorities 
or  the  courts.     (For  definitions  and  further  discussion  of  nonoperating  or 
capital  gains,   see, pars.  141-143-  and  330-589.) 

Fquri'lity  for  Nonmembers 

?36.     Sometimes  a  reluctance  is  found  among  the  members  of  cooperatives 
toward  the  granting  of  equal  treatment  to' noriraembers.    VJhat  then  is  the 
incentive  to  become  a  miomber?  is  a  question  frequently  heard.     This  is  a 
thought-provoking  query,  the  only  ajisver  to  vfhich  is  that  the  members  have 
the  privilege  of  controlling  the  affairs  of  the  organization  through  their 
voting  franchise-. 

237.    The  reluctance  to  extend  equality  to  nonm.em.bers  has  given  rise  to 
the  feeling  that  the  exemption  requirements  in  this  respect  is  harsh  and 


33/  See  Farmers  Union  CooperatiV'-j  Oil  Co.  v.  Commissioner,  38  B'.T.A.  64 
(1938) . 
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unreasonable.    It  should  be  recognized,  hov;ever,  that  cooperatives  are  not 
forced  to  deal  v;ith  nonmembers.    They  do  so  entirely  of  their  ov;n  volition, 
on  their  own  responsibility,  and  for  their  o'vn  purposes  and  ends.  The 
original  exemption  law  embraced  orggnizat ions  v/hich  dealt  with  members 
.only,  but  the  latter  term  v:as  liberally  interpreted  to  include  all  patrons. 
The  present  statute  confines  dealings  vith  nonmembers  to  one-half  of  the 
total  marketing  and  one-half  of  the  total  purchasing  business,  respec- 
tively.   This  is  discussed  further  under  Requirement  No.  3  (see  pp.  89  - 

238.     Congress  cert^^inly  did  not  intend  through  the  exemption  statute 
to  confer  equrlity  of  treatment  upon  nonmembers  simply  from  a  sentimental 
viewpoint.     Pother,  the  underlying  philosophy  centers  around  the  fact 
that  unless  nonmembor  patrons  are  treated  equally  in  business  dealings, 
their  true  share  of  operating  savings  i s  in  effect  appropriated  by  the 
association  for  the  ben^^fit  of  its  members.     Such  an  appropriation  oeing 
consid'^red  taxable  income  destroys  eligibility  lor  exemption. 

baperior  Treatment  for  Nonmembers 

I    239.     In  the  practical  administration  or  interpretation  of  the  equality 
theory,   it  is  possible  that  the  Commissioner,  the  Board,  or  the  Courts 
would  not  feel  that  exemption  eligi.bility  had  been  destroyed  v;here  a 
farmierc'  cooperative  chose  to  treat  no.nmem.bers  better  than  members  in 
business  dealings.    No  Ct:;rtaint3^  exists  on  this  subject,  however,  as 
apparently  there  are  no  pertinent  rulings. 

240.  In  a  particular  year,  for  instance,  a  cooperative's  business  with 
members  yields  a  savings,  while  nonmember  transactions  are-  handled  either 
at  a  lesser  rate  of  savings,  or  at  an  actual  loss.     It  must  be  presumed 
that  the  m.embers,  having  control  of  the  association,  agree  to  or  at  leatjt 
permit  the  discrimination.     Thus  the  absorption  of  such  a  loss  by  an  exem.pt 
association  may  be  thought  to  represent  nothing  more  nor  less  than  an 
operating  expense  impliedly,   if  not  actually,  authorized  by  its  m.embership. 

241.  On  the  other  hand,  a  narrow  inter pr,?tat ion  of  the  equality  theory 
possibly  would  contradict  that  viev'p.oint,  particularly  if  the  loss  on 
nonmembers  was  the  result  of  a  deliberate  difference  in  prices  or  service 
chargt;S.     Such  a  loss  actually,  represents  a  transfer  to  nonmembers  of 
amounts  derived  from  transactions  wdth  members.     The  transfer,  although 
voluntarily  permitted  by  the  members,  conceivably  might  be  considered  tax- 
able incomie  to  the  association,  thus  destroying  its  eligibility  for  exemp- 
tion.    (S>--e  similar  discussion  concerning  indirect  distributions  in 

pars.  671-674, regarding  nonexempt  cooperatives.) 

242.  In  one  case  54/  the  Bosrd  of  Tax  Appeals  denied  exemption  to  a 
purchasing  cooperative  for  a  number  of  reasons,  among  them  being  the  fol- 
lowing taken  from  the  Board's  decision: 

"The  preferred  group  of  patrons  [jonsisting  of  three  shareholders 
and  four  nonr.iember  patrons  to  whom  petroleum  products  had  been  sold  in 

54/  Farmers  Union  Cooperative  Oil  Company  v,  Commiissionurt  33  B.T.A.  64 
(1933). 
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large  quantities]  realized  a  saving  which  was  tantamount  to  a  bonus  on 
their  purchases,  measured  by  the  proportionate  share  of  the  necessary 
eroneral  expenses  of  petitioner  which  they  would  have  been  x'equirod  to 
pay  had  they  purchased  on  a  basis  of  actual  cost  plus  necessary  expenses. 

Their  share  of  the  necessary  expenses  was.  paid  by  the  other  patrons  

The  evldcncv-  negativ.vo  the  fact  thet  petitj.cner  ras  operated  on  l  coop- 
erative basis,  either  as  aiaon^r.its  members  alone,  or  as  between  its 
members  and  nonmembers."     [j.Vordinj?  in  bracket;'  addeo  .  ] 

P43,     Some  of  the  other  reasons  for  denial  of  exemption  were  as  strong 
or  stronger  than  th;--  forefjoing.    Thus,  its  real  sif/nificance  in  the  final 
determination  is  not  clear.     The  question  remains:    Would  the  Board  have 
denied  exemption  if  the  quoted  portion  of  its  decision  had  been  the  sole 
factor? 

?44.     It  is  interesting  to  observe  that  Mr.  Smith,  a  member -of  the 
Board,  in  dissenting,  used  the  following  language,,  with  which  Mr.  Mellott, 
another  Board  member,  agreed: 

"I  think  that  the  petitioner  has  shown  that  it  is  substantially 
within  the  terms  of  the  "exemption]  statute.  .  To  its  members  who  v:ere 
other  cooperative^  frefors  to  the  three  shareholders  mentioned  abovej 
it  made  soles  of  gf3Soline  at  cost,     [Technically,  they  were  made  at 
less  than  cost. J     In  such  case  there  was,  of  course,  no  necessity  for 
crediting  them  with  any  part  of  the  patronage  dividends.    The  fact 
that  those  sales  did  not  bear  any  r)art  of  the  overhead  cost  seems  to 
me  to  be  de  minimis.    -I  thinlc  that  the  petitioner  qualifies  as  a  coop- 
erative ext^mnt  from  income-tax.''     [V^ording  in  brackets  added  .J 

245,     The  association  possibly  may  have  secured  price  discounts  accord- 
ing to  the  volume  of  its  purchases.     If  so,  the  management  might  have  ■ 
felt  that  the  transactions  with  those  v;ho  purchased  in  large  quantities 
could  be  handled  at  a  loss  because  such  loss  pei'haps  was  compensated  by 
the  advantage  arising  from  a  general  price  reduction  in. the  association's 
own  purchases.    This  possibility  was  not  mentioned  in  the  transcript  of 
the  case,  however.     It  is  felt  that  the  Board's  decision  does  not  give  any 
clear  indication  that  exempt  cooperatives  may  not  extend  to  their  members 
or  othtor  patrons  price  discounts  for  quantity  transactions.     See  further 
discussion  of  price  premiums  and  discounts  in  paragraphs  354-359. 

Advantages  of  Nonmembers 

PAS.     Some  cooperative  associfjt ion s  have  a  legal  structure  v/nich  gives 
them  the  right ;  to  collect  overpayments  or  other  loss-^s  in  connection  v;ith 
members'  transactions.     In  a  number  of  such  associations,  operating  losses 
actually  are  collected  in  that  manner.    Even  though  losses  arc  not  so 
collectible,  they  nevertheless  must  be  absorbed  by  existing  capital 
equities^    It  is  rare  that  any  association  ha.  s  an  agreement  v;ith  non- 
members  for  sharing  a  loss  on  a  patronage  basis.     In  practically  all 
cooperative-associrtions,  therefore,  losses  for  the  most  part  are  absorbed 
by  members.     (Some  recoveries,  however,  are  made  possible  under  the 
methods  described  in  pars.  396-401.)     This  gives  a  somewhat  unfair  advan- 
tage to  nonmembers  if  and  v;hen  losses  occur.     (See  also  pars.  390-393.) 
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Many  cooperatives,  hov.'ever,  badly  need  nonmember  business  so  as  to  provide 
sufficient  volume  for  the  economic  absorption  of  overhead  expenses,  or 
TDOSsibly  for  the  establishment  of  raore  advanta^-^eous  price  arrangements  in 
the  marketing  of  products  or  in  the-  purchasing  of  suD^lies. 

building  ^Jn  Membershir) 

?47.    Cooperatives  generally  should  aim  to  draw  all  of  their  eligible 
patrons  into  membership.     The  bureau  of  Internal  Pevanue  greatly  aided 
cooperatives  toward  that  end  by  its  issuance  of  Mimeograph  3836  in  July, 
1931.     Through  that  ruling  exempt  organizations  vrere  permitted  to  retain 
and  v;ithhold  a  nonmember' s  share  of  savings  until  it  equalled  th'^  price 
of  a  membership  share.     (See  pars.  316-317  and  351-33?  for  further  infor- 
mation on  thfit  subject.) 

S4B.     It  is  realized,  of  course,  that  the  present  members  of  some  of 
the  more  prosperous  cooperatives  probably  do  not  favor  the  admission  of 
nev;  members  partly  on  the  theory  that  the  latter  get  the  benefit  of  accu- 
mulated reserves  or  "surplus"  v/ithout  paying  foi-  it.    This  is  no  longer 
a  significant  factor,  however,  since  under  the  Fertile  Dairy  decisions 
(see  pars.  364  et  seq.)  the  reserves  of  exempt  cooperatives  which  arise 
from  operating  savings  must  be  alloc-ted  to  patrons  on  a  patronage  basis. 
Thus,  shareholders  of  an  exempt  cooperative  may  not  realize  upon  or  before 
dissolution  from  operating  savings  more  than  the  par  value  of  their  shares 
plus  dividends  thereon  and  their  res-oective  interests  in  the  reserves 
arising  from  their  patronage,  if  any,     "^his  does  not  apnly  to  nonoperating 
or  capital  gains  which  probably  in  most  associations  are  the  legal  prop- 
erty of  shareholders  upon  or  even  before  dissolution..     (See  further  dis- 
cussion in  ^ars.  330-393  and  512.) 

Marketing  Operations 

PA9.    V'hile  the  exact' meaning  of  the  statutory  wording  quoted  in  paragraph 
227  has  not  been  fully  analyzed  and  reported  in  any  official  publication, 
the  m.arketing  phase  is  partially  interpreted  on  pages  237-238  of  the. 
Bureau's  Income  Tax  Regulations  103.    A  system  of  pooling  sales  proceeds 
is  there  described  in  general  terms,  using  a  cooperative  dairy  as  an  illus- 
tration. 

250.     The  statute  generally  is  believed  to  authorize  three  basic  methods 
of  operation,  namely: 

A.  Receipt  and  sale  of  farm  products  on  an  agency  basis  where  the  sales 
returns  received  by  the  association  are  pooled  for  the  entire  year 
(or  for  appropriate  lesser  periods),  then  paid  over  to  those  who 
furnished  the  products,  less  necessary  operating  expenses  and  pos- 
sibly authorized  capital  reserves.     Such  ps^-Tients  must  be  made,  of 
course,  according  to  the  unit  volume  and  grade  of  products  furnished 
by  each  patron. 

Where  a  marketing  cooperative  operating  on  a  pooling  basis  handles 
products  which  take  more  than  one  year  to  process  and   sell,  pools 
usually  are  not  clost^d  until  all  or  most  of  each  crop  is  disposed  of. 
Thus,  two  or  more  crop  pools  may  be  in  operation  siri^ultaneously .  In 
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such  a  c?s£  it  is  iniT)ortant  to  make  fair  ^nd  reason^'.blo  allocetions 
of  yearly  expenses  bet'A'ecn  the  pools. 

.   Tndividurl  farr.ers  must  secure  pormiseion  from  the  foinmiosion'r.r  in 
order  to  compute  their  own  taxable  income  upon  the  crop  br.sis.  Of 
course,  thoy  still  must  file  an  income  tax  return  annually*  (See 
pp.   35  ?,nd   133  of  Income  Tax  Regulations  103.)     It  is  believed  that 
by  analogy  exempt  cooperative  tssociations  would  be  permitted  also 
to  oper'ito  on  the  crop  basis,  if  th^-^y  so  desired.    However,  since  no 
rulings  have  been  published  on  this  subject,   it  appears  desirable 
for  both  exempt  and  nonexempt  cooperatives  which  or)erate  in  that 
.manner  to  report  the  facts  to  the  Commissioner  for  his  approval. 
(See  pars.  265-267  and  663-659.) 

B.  ■Receipt  end  sale  of  f^>rm  nroducts  on  an  agency  basis  where  the  sales 
returns  received  by  the  association  are  acco'onted  for  to  each  patron 
according  to  the  actual  price  received  for  his  particular  products, 
l:vss  necessr;ry  oper^rting  expenses  ^^nd  -ooGsible  authorized  capital  . 
r-' serves.  .  .  ■ 

C.  Outright  purchase  oi'  products  from  fnembern  and  other  producers  at 
prices  which  do  not  discriminate  among  members,  or  bet?;een  members 
end  nonraembers,  vjhich  frices  ar-i  intended  to  provide  a  reasonable 
laargin  for  the  payment  of  necessary  operating  expenses  and  possibly 
for  the  setting  aside  of  c-uthorized  capital  reserves. 

^51.     It  is  believed  further  tbat  the  statute  imnlies  an  equitable  dis- 
tribution of  marketing  or  operating  expenses  among  patrons.     This  is  con- 
strued not  to  mean  a  m.ere  arithmetical  division  of  expenses  according  to 
the  unit  volume  of  products  handled,  but  rather  a  fair  apportionment  of 
exnenses  based  on  the  actual  conditions  of  handling  and  sale.     This  :per- 
mits  the  charging  of  a  different  fee,'  if  fair  and  equitable,  for  each 
type  of  service  norformed.     (See  pars.  '■';54-359.) 

Marketing  Accounting 

252.    i^articular  types  of  as:  ociations,  notably  creameries,  are  able  to 
pool  their  total  expenses  neriod ically ,  along  with  a  pooling  of  sales 
TDroceeds.    "^his  is  usually  don-;  strictly  according  to  unit  volume  (pounds 
of  milk  or  cream)  and  gr-rde  (butterfat  content)  of  products.     Other  types 
of  cooperatives  find  it  more  practical  to  assess  a  marketing  service 
■charge  arainst  each  unit  or  particular  lot  of  product,  or  to  charge  a  com- 
mis.-rion  based  -on  a  fixed  percentage  of  the  sales  return  value  of  patrons' 
products. 

.253.    /'jiother  system  in  use  is  the  making  of  an  advance  or  series  of 
advances  throughout  the  crop  s-oason  on  products  received.    The  amount  not 
so  advanced  and  therefore  vdthVeld  from  the  producer  is  analogous  to  'the 
s  ervice  charge  or  coinm.ission  d'"-scribt.d .     In  cooT).>rative  accounting  theory 
all  such  withholdings  are  merely  a  temporary  ex^cci^ncy  to  cover  the  esti- 
mated cost  of  operation. 
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254.  At  thfc  close  of  accounting  periods  these  v;ithholdings  are  adjusted 
to  the  Qctusl  cost  of  opercition  throurh  the  refund  or  allocation  to  all 
r)rtrons  of  Bny  net  riroceeds  or  sevinps  v:hich  mn^"  remsin  after  provision 
for  limiteci  dividends,  if  any,  on  capital  sh?res.    Since  normally  most  or 
all  of  the  so-called  savings  art.  actually  tiie  balance  of  proceeds  from  the 
sal.o  of  pntrons'  products,  the  outlined  procedure  for  the  equitable  dis- 
tribution of  sales  proceeds  applies  -vith  equal  force  to  the  handlinp:  of 
savings.     It  also  appears  desirable,  if  not  necessary,  that  any  miscel- 
laneous or  t-xtraneous  income  arising  from  sources  other  than  the  proceeds 
of  sales  be  distributed  on  an  equitable  basis.     (For  s  further  discussion 
of  such  income,  see  pars.  141-148  and  380-393.) 

255.  Some  marketing  associations,  by  pooling  all  sales  proceeds  and  all  . 
expenses,  have  no  "'net  income"  nor  savings  to  record  on  their  books.  Their 
vorking  funds  usually  are  derived  from  capital  contributions.    These  may  be 
directly  paid  in  or  may  arise  throu^'h  authorized  deductions  from  the  sale 
proceeds  of  each  natron's  products.    Forking  funds  are  often  derived  also 
fropi  the  sales  proceeds  temporarily  held  until  -nools  are  closed  or  paid. 

It  is  the  usual  practice,  of  course,  to  pay  producers  a  substantial  advance 
on  an  estimate  of  vhat  tlie  final  proceeds  will  be. 

Purchasinr  Or)e  rat  ions  and  Accounting 

256.  The  statutory  provision  quoted  in  paragraph  227  oblifates  an  exempt 
organization  engaged  in  the  purchasing  of  farm  supplies  to  conduct  its 
business  on  a  "cost"  basis  except,  of  course,  for  necessary  reserves  and 
for  dividends  on  capital  shares.     Since  the  determination  of  actual  cost 
usually  is  made  only  for  an  extended  accounting  period  (not  beyond  a  fis- 
cal yoar)  purchasing  cooperatives,  in  the  interim.,  set  their  billing  prices 
so  as  to  include  enough  margin  for  the  defrayment  of  operating  expenses, 
estimated  on  a  hirh  basis.     Thus,  normally  the  price  contains  a  deliberate 
overcharge,  so-called.    At  the  close  of  the  accounting  period,  this  over- 
charge, often  termed  net  savings,  should  be  allocated  to  all  patrons  on  an 
equitablo  basis.  .  _ 

257.  As  mentioned  jn  the  case  of  m.arketing  associations,   it  is  believed 
that  the  lav;  did  not  intend  to  nrohibit  variations  in  the  apportionment 

of  expenses  amonr  ratrons,  so  long  as  such  variations  can  be  justified  by 
actual  differences  in  handlin"  or  other  operating  costs.    For  illustration, 
price  discounts  for  large  'ourchases  by  patrons  should  be  permissible  since 
undoubtedly  th-  merchandise  concerned  could  be  acquired  and  handled  by  an 
association  at  a  lesser  cost  ^^er  unit  than  is  the  case  for  smaller  trans- 
actions.    (See  pars.  354-359  for  further  information  regarding  discounts.) 

258.  On  the  oth..;r  hand,  it  is  important  to  keep  in  mind  t;iat  the  statute 
unmistakably  implies  an  equality  amionf;  all  patrons  in  business  dealings. 
Thus,  theoretically,  the  margin  betveen  the  base  purchase  cost  of  mer- 
chandise and  the  value  at  v.'bich  it  is  billed  to  patrons  should  be  kept  as 
nearly  uniform  throurhout  an  accounting  period  as  it  is  possible  to  achieve, 
outside  of  uncontrollable  factors  such  as  the  effect  of  competition,  or  the 
effect  of  an  unforeseen  decrease  in  business  volume,  etc.     (For  a  further 
discussion  of  margins,  see  pars.  349-351.) 
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The  Term  **Income'* 

259.  .IIo  attempt  vill  be  made  here  to  define  the  general  meaning  of  the 
term  "income."    That  hes  been  done  on  many  occasions  by  competent  author- 
ities.   .One  excellent  definition  spnears  on  pagers  23-29  of  the  Bureau's 
Income  Tax  H^^'gulations  103.    Farm  cooperativt.s  entitled  to  exemption  have 
no  taxabl-j  incoiue,  of  course.     The  proceeds  receiVv.d  frojn  the  sale  of 
product?:  by  an  associat-ion  operating  on  a  pooling  basis  are  not  income. 
That  t-i;rm  probably  should  not  be  a'^plied,  either,  to  the  main  transactions 
of  a  so-called  nurchase-and-sale  coonerati ve .     (See  discussion  in  pars. 
2P9-P31.) 

260.  Nevertheless,  amounts  received  by  a  cooperative  association  from 
sources  outside  of  their  m.ain  functions  of  marketing  and  purchasing,  and 
not  related  thereto  directly  or  indirectly,  are  believed  to  be  appropri- 
ately termed  "income,"  or  "extraneous  income,"  especially  where  the  payers 
thereof  do.  not  expect  nor  receive  patronage  refunds  thereon.     (For  a  fur- 
ther discussion  6f  extraneous  income  see  pars.  141-148  and  380-393.) 

The  Term  "Savings" 

261.  As  mentioned  in  paragraph  255,  cbop^.-rative  associations  operating 
on  a  pooling  basis  have  no  "net  income"  or  net  savings  beyond  ivhat  may  be 
represented  in  extraneous  receipts  or  gains.     Other  cooperatives,  hovjever, 
operating  by  means  of  service  charges  or  selling  commissions,  and  purchase- 
and-sale  organizations  engaged  in  e'ither  marketing  or  supply  functions, 
usually  have  ovwrages  .when  successfully  operated.     In  the  absence  of.  a 
better  name,  such  overages  are  termed  "savings"  in  this  publication. 

252.    The  overage  or  savings  derived  from  the  chief  functions  of  market- 
ing, purchasing  and  their  related  activities  are  designated  herein  as 
'♦operating  savings."    This  only  includes  the  amounts  v;hich  originated 
from  transactions  on  vjhich  patronage  allocations  or  refunds  must  be  made 
»   in  order  to  maintain  a  tax-exempt  status.     (See  par.  381.)     It  does  not 
include  extraneous  income  or  charges  of  either  a  regular  or  extraordinary 
type,  as  described  in  paragraphs  141-148  and  380-393.    The  sum  of  operat- 
ing savings,  plus  extraneous  income  and  m.inus  extraneous  charges,  equals 
the  "total  net  savings,  '  usually  referred  to  herein  as  "savings." 

263.     The  distinctions  outline.d  are  necessary  for  a  proper  understanding 
of  this  re;port.     It  is  fully  realized  that  small  cooperative  associations 
do  not  have  available  the  accounting  facilities  to  make  such  differenti- 
ations.   Furthermore,  it  is  not  intended  by  any  of  these  remarks  to  imply 
that  fine  accountiag  distinctions  are  a  requisite  to  the  maintenance  of  a 
tax-exempt  status.     (See  also  pars.  413-4r'2.)  ■ 

Savings  Allocations 

2G4.    Fxempt  marketing  and  purchasing  cooperatives  are  required  to  allo- 
cate their  net  operating  savings,   if  any  remain  after  providing  for  limited 
dividends  on  capital  shares,  on  an  equitabl-j  basis  among  all  patrons,, 
whether  mem^bers  or  ronmembers.    This  allocation  must  be  made  according  to 
the  proportionate  busir.ess  transacted  with  each  patron,  m.easured  by  product 
units  (pounds,  bushels,  boxes,  etc.)  or  dollar  value.     This  is  term.ed  the 
■'patronage  method'';  no  other  plan  'of  allocation  is  permitted  for  an  eXempt 
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cooperative.    All  not  savings,  from  ordinary  operations,  whether  they  are 
to  be  refunded  or  reserved,  must  bo  so  sllocated.     (Sec  pars.  358  ct  seq.) 
This  excepts  extraneous  and  capital  gains,  particularly  ti.ose  of  largt; 
size.    These  are  discussed  in  paragraphs  141-148  and  380-593. 

265.  It  is  necessary  to  make  the  foregoing  allocations  at  least  once 
annually,  preferably  at  the  close  of  each  fiscal  year.    There  are  a  few 
cooperatives  whose  memberships  believe  that  equity  is  better  served  by 
allocations  v;hich  are  based  on  the  business  and  savings  of  tvco  or  more 
years  combined.    No  published  rulings  are  available  to  indicat.':;  xvhether 
or  not  this  procedure  is  permissible  for  an  exempt  cooperotivt.     It  pos- 
sibly may  be  objectionable  to  the  Burcfju  since  a  cooperative's  patrons 
are  taxable  in  terms  of  yearly  income.     (A  nonexempt  cooperative  is  not 
permitted  to  reduce  its  taxable  income  in  a  particular  fiscal  year  by 
patronage  refunds  v'hich  did  not  arise  from  the  business  and  savings 
either  of  the  sam.e  year  or  of  the  preceding  year.     See  section  beginning 
on  n.  121  . ) 

266.  The  foregoing  paragraph  is  intended  to  refer  only  to  the  type  of 
cooperative  v/hose  operations  may  be  based  conveniently  and  effectively 
on  a  yearly  r>eriod.     It  does  not  refer  to  marketing  associations  that 
handle  products  xvhich  take  longer  than  year  to  process  or  to  sell.  Gen- 
erally those  organizations . operate  on  a  pooling  basis  as  is  discussed  in 
paragraphs  250A,  255,  and  261. 

267.  It  is  obvious,  of  course,  that  even  though  a  cooperative  may 
choose  to  com.bine  several  years'   savings  for  refund  purposes  (assuming 
that  exempt  cooperatives  are  permitted  to  do  so,  wfhich  is  uncertain)  or 
may  have  pools  y;hich  are  not  completed  vjithin  one  year,  it  should  never- 
theless close  its  general  accounting  records  at  least  once  annually  and 
so  determine  its  savings,  if  any,  by  years.     (Nonexempt  cooperatives  must 
report  their  net  income  for  taxation  in  terms  of  each  fiscal  year.  See 
pars.  668-669.) 

Allocation  Bases 

263.    The  percentage  of  each  patron's  transactions  to'  the  association's 
total  transactions  should  be  used  as  a  basis  for  dividing  or  allocating 
the  net  savings  where  the  association  records  do  not  show  the  gross  mar- 
gins ?5/  on  the  transactions  with  each  patron.     (See  pars.  269-273.) 
Some  permissible  measurements  of  total  transactions  are  as  follows  (other 
equitable  methods  probably  are  in  use,  or  could  be  devised) : 36/ 

For  3  Marketing  or  Bargaining  Association 
Where  an  Association  Takes  Title  to  Products: 

A.    Units  and  grades  of  Products  purchased  from  patrons. 

35/  By  gross  margin  is  meant  the  difference  betv:een  the  purchase  cost  to 
the  association  and  the  amount  at  v:hich  the  produce  or  merchandise  is  sold. 

36/  For  determining  the  volame  of  business  under  the  50  percent  rule,  see 
r)ars.  406  et  seq.,  and  under  the  15  percent  rule,  see  pars.  476  et  seq. 
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B.    Dollar  amount  of  products  purchased  from  uatrons. 

Where  an  Association  Toes  Not  Take  Title  to  f^ronucts: 

G.    Units  and  fracies  of  products  marketed  for  patrons. 

D.  Dollar  amount  of  marketirif?;  fees  or  comiiissions  assessed  to  patrons. 

P.oth  Types  of  Operation: 

E.  T'.'here  an  association  makes  outright,  purchases  of  products  and  also 
markets  on  an  agency  basis,  these  tv,'o  activities  should  be  accounted 

•  for  separately  as  subdepartments.    Each  subdepartment ,  with  its  ov;n 
net  savings,  then  uses  its  ovm  basis  for  the .measurement  of  business 
volume.     (See  pars.  247-;;90.) 

For  a  Service  Assoc  let  ion. 
{Such  as  fruit  procecsing,  packin.rj  and  shipping,,  but  not  selling} 

E.    Units  and  varieties  of  products  handled,  or  ^.recessed  for  patrons. 
This  basis  should  be  used  only  rhere  the  packaged  units  are  uniform. 
pr  are  convertible  to  a  uniform  standard,  or  xvhere  different  classes 
of  units  are  separately  accounted  for  as  subdepartm.ents,  with  net 
savings  for  each  arrived  at  through  the  use  of  sound  accounting 
principles. 

G.  Dollar  amount  of  racking  or  other  service  -fees  assessed  to  patrons. 

For  a  Purchasing  Association 

H.  Units  of  sup-lies  purchased  and  turned  over  to  patrons. 

I.  Dollar  amount  of  supplies  turned  over  to  patrons,  at  purchase  cost 
to  association.  •  ' 

J.     Dollar  amount  of  suti'^lies  turned  over  to  pntrons,  at  price  billed 
to  patrons. 

Gross  Margin  Method 

269.  Some  types  of  cooperatives  which  operate  on  the  purchase-and-sale 
basis  keep  their  accounts  so  as  to  shovj  the  gross  margin  obtained  on  each 
patron's  transactions.  This  kind  of  accounting  is  practicable  mainly  for 
certain  classes  of  purchasing  organizations  which  are  able  conveniently 
to  determine  the  base  purchase  cost  to  the  association  of  each  article  of 
merchandise  supplied  to  individual  patrons.  For  such  an  organization, 
the  difference  between  the  described  base  cost  and  the  price  at  vjhich  the 
goods  are  billed  to  patrons  is  the  gross  margin. 

270.  Vi/here  each  patron's  gross  margin  is, know  it  may  be  used  as  a  pri- 
mary base  for  the  determ.ination  of  net  margin  or  net  savings  for  each 
patron.    This  is  done  by  dividing  the. operating  expenses  among  all  patrons 
In  an  equitable  manner  and  deducting  each  patron's  share  of  expenses  from 
the  known  gross  margin  on  his  transactions. 
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271.  The  expenses  may  be  allocated  amonf  -oatrons  in  the  same  proportion 
as: 

A.  Each  \-)atroii*s  r)urchases  by  units  of  merchandise  bear  to  the  total 
units  purchaser'  by  all  natrons.    This  method,  of  course,  is  usable 
only  v.-hen  the  units  are  uniform  and  involve  only  one  kind  of  mer- 
chandise.    Each  type  of  merchandise  could  be  accounted  for  throu£.h 
separate  departments.     (See  pars.  274-279.)     Or,  as 

B.  The  billing'  price  to  each  patron  bears  to  the  total  billing  price 
to  all  patrons.    Or,  as 

C.  The  purchase  cost  to  the  association  of  each  patron's  purchase  bears 
to  the  total  purchase  cost  of  purchases  made  by  all  patrons.     Or,  as 

D.  The  gross  margin  on  e?ch  patron's  transactions  heart  to  the  total 
gross  margin  on  the  transactions  xvith  all  patrons. 

272.  Fhere  a  considerable  variation  exists  v.ithin  a  ^articular  account- 
ing period  in  either  the  purchase  cost  per  unit  to  the  association  or  in 
the  billing  price  per  unit  to  the  natrons,  methods  B,  C,  and  D  may  not  be 
equitable  judged  from,  one  vievpoint.    Under  sone  conditions  each  of  the 
foregoing  procedures  would  yield  a  different  result.     Choice  of  a  particu- 
lar method  actually  depends  ur.on  the  kind  of  equalization  desired  by  an 
associetion' s  membership!.     It  is  believed  that  any  of  the  listed  methods  _ 
will  be  appro\^ed  by  the  Bureau  for  an  exempt  coo-pcrative  association. 

272.    None  of  the  foregoing  is  intended  to  preclude  the  charging  to 
patrons  of  special  or  direct  expenses  incurred  in  connection  with  their 
particular  transactions.     The  most  comriion  items  of  that  class  are  delivery 
charges  .which,  of  course,  m^ay  be  assessed  in  accordance  v'ith  the  actual 
service  rendered. 

Departmental  Accounting 

274.  There  are  no  published  rulings  to  indicate  that  the  Bureau  will  be 
concerned  as  to  whether  savings  allocations  or  payments  are  made  by  an 
exemr)t  association  on  a  single  basis,  or  are  made  according  to  the  actual 
results  of  the  marketing  depcrtment  and  purchasing  department  separately, 
or  by  subdepartments  thereof,  or  by  branches  situated  at  various  locations. 

275.  In  an  unpublished  ruling  made  by  the  Acting  Deputy  Commissioner 
of  Internal  Revenue  early  in  1941,  one  cooperative  -association  was  per- 
mitted to  handle  savings  refunds  on  a  different  basis  at  each  of  its 
branch  stores.     That  ruling  is  cuoted  in  full  as  follows: 

■'Reference  is  made  to  your  letter  of  Deceiriber  12,  1940,   in  which  you 
state  that  a  central  cooperative  association  which  has  been  held  to  be 
exempt  from  Federal  income  tax  operates  a  number  of  different  branch 
stores.     The  records  and  books  of  each  separate  branch  are  maintained 
so  that  the  profits  of  each  branch  can  be  readily  determined.     One  of 
■  the  branches  in  a  certain  trading  area  can  nay  natronage  refunds  to  its 
patrons;  a  branch  in  another  section  which  has  operated  at  a  profit 
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does  not  pay  a  patronage  refund  to  its  patrons  because' the  profits  are 
retained  to  fui^nish  additional  facilities;  another  branch  has  not  made 
a  profit;  and  another  branch  operated  at  a  loss  and  is  not  able  to  pay 
patronage  refunds  to  its  patrons.    You  request  to  be  advised  as  to 
whether  each  one  of  these  branches  can  operate  as  a  separate  unit  in 
the  payment  of  patronage  refunds  v.'ithout  affecting  tho  exempt  status 
of  the  cooperative  association. 

"It  is  the  opinion  of  this  office  that  a  cooperative . association 
v;hich  operates  several  branch  stores,  some  of  v;hich  have  operated  at  a 
profit  during  the  year  v.-hile  others  have  operated  at  a  loss,  mtiy  dis- 
tribute patronage  dividends  only  to  the  patrons  of  those  stores  \vhich 
have  operated  at  a  profit  vithout  affecting  its  exempt  status  under  the 
provisions  of  section  101(12)  of  the  Internal  Revenue  Code. 

"It  is  also  the  opinion  of  this  office  that  a  cooperative  associa- 
tion v;hich  operates  several  branch  stores  may  retain  the,  prof  its  of  one 
or  more  of  its  branches  rather  than  distribute  them  as  patronage  divi- 
dends, provided  such  profits  are  retained  for  a  necessary  purpose  vjithin 
the  meaning  of  section  19. 101  ( 12) -1  of  Regulations  103,  vjithout  affect- 
ing its  exempt  status." 

275,    By  reasonable  analogy  the  foregoing  probably  could  be , considered 
as  apr)licable  to  individual  denartmxsnt s  as  well  as  to  branch  locations. 
(See  nar.  318.) 

277.  The  retained  savings  mentioned  in  tlie  quoted  ruling  must  be  allo- 
cated to  each  patron  on  a  patronage  basis  in  accordance  vjith  the  proce- 
dures outlined  in  paragraphs  353,  359,  etc.    Furthermore,  the  net  savings 
by  -branches  or  departments  must  be  determined,  of  course,  only  through 
the  use  of  sound  accounting  principles,  particularly  in  the  apport ionm.ent 
of  overhead  and  indirect  expenses. 

278.  It  is  believed  that  equity  is  best  served  by 'the  allocation  of  •. 
savings  on  the  basis  of  a  separate  accounting  for  each  department  or 
bro.nch.    This  could  not  be  done,  of  course,  by  organizations  incorpo- 
rated under  State  cooperative  acts  which  permiit  only  a  single  basis  of 
distribution.     It  is  recognized  that  there  may  be  situations  v..'here  the 
cost  of  keeping  such  records  would  outweigh  the  advantages  to  be  gained, 

279.  In  r)ublications  expected  to  be  issued  later,  an  outline  will  be 
made  of  the  detailed  accounting  methods  believed  permissible  for  tax- 
exempt  cooperatives,  regarding:  various  plans  of  pooling,  savings  alloca- 
tions by  product  units,  by  dollar  amoimt,  by  departments  or  branches,  etc. 
This  will  include  recommended  procedures  for  the  apportionment  of  expenses 
to  various  departments. 

Departm.ental  Illustration 

280.  Taking  ys  an  example  an  agency-type  fruit  packing  and  marketing 
.organization,  vjhich  also  operates  a  farm  supply  business,  the  following' 

illustrations  are  given  of  methods  believed  to  be  perm.issible  for  basing 
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the  business  volume  on  vhich  each  matron's  Toroportlon  may  be  calculated 
for  the  purpose  of  allocating  savings: 

By  Sing-le  repertmcnts 

For  Allocation  of  Marketing  Department  Savings  to  that  Department's 
Patrons  Alone: 

C  or  D  brsis,  as  described  in  paragraph  268, 

For  Allocation  of  ;°acking  Department  Savings  to  that  Department's  "Matrons 
Alone : 

F  or  C-  be  sis,  as  described  in  paragraph  268. 

For  Allocation  of  Farm  Supply  Department  Savings  to  that  Department's 
patrons  Alone: 

H,  I,  or  J  basis,  as  described  in  paragraph  268,    or  gross 
margin  method,  as  outlined  in  paragraphs  269-273. 

By  Combination  of  Departments 
(Such  combinations  should  be  used  only  where  net 
savings  are  not  recorded  for  each  department) 

For  Allocation  of  the  Combined  Savings  of  the  Marketing  and  Packing 
Departments  to  the  Combined  Patrons  of  those  Departments: 

K.    Dollar  am.ount  of  marketing-  fees  or  commissions  assessed  to  patrons 
plus  dollar  amiount  of  packing  or  other  service  fees  so  assessed. 

Note:     In  this  instance  the  unit  volume  of  products  handled  for 
patrons  could  not  be  used  as  a  basis,  since  some  patrons  might 
have  had  1)3 eking  done  for  them,  but  no  marketing. 

For  Allocation  of  the  Savings  of  the  Entire  Association  to  All  of  Its 
■Matrons : 

L.     Dollar  amount  of  marketing  fees  or  commissions  assessed  to  patrons 
plus  dollar  amiount  of  packing  or  other  service  fees,  plus  dollar 
amount  of  gross  margin  realized  on  farm  supply  transactions. 

Fate:     The  foregoing  method  is  usable  only  where  the  gross  margin 
is  knov;n  on  each  patron's  transactions  with  the  supply  department. 
V'heve  the  records  are  not  kept  ih  that  manner  the  following  alter- 
native method  may  be  uscd: 

M.    Divide  the  net  savings  of  the  entire  business  betveen  the  three 
departments,  according  to  the  follovin£  proportions,  that  is,  the 
percentage  of  each  to  item  4: 

1.  Marketinf  f(-;es  or  comrriissions 

2.  "backing  or  other  service  fees 
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3.  (^-ross  margin  on  supply  operations 

4.  "^otal  of  the  foregoing 

th.Bn  -"llocate  the  estimcted  savings  of  each  department,   so  arrived 
a^,  to  the  patrons  of  each  dep-^rtment . 

Some  'Jnallovable  Methods-  •  ■   

231.  Some  procedures  for  the  allocation  of  savings  v.-hich  are  believed 
inequitable  and  v:hich,  therefore,  probably  would  v.-arrant  or  require  the 
disapproval  of  th.e  Commissioner  of  Internal  Revenue  for  us^-  by  tax-exempt 
cooper-^tivc^G,  are  as  follov'.'s:  •  ■  •  .  • 

A.  ilethods  which  ignore'  some  of  the  patrons,  or  a  certain  class  of 
a-.trons,  or  the  patrons  of  a  particular  department  of  the  business. 
This  embraces  the  practice  v-here ,  for  example,  the  patrons  of  two 
departments  shere  all  the  a ssocir tion' s  savings,  v;hich  include  the 
savings  of  a  third  department.     If  any  of  the  latter  department's 
patrons  also  deal  v-ith  the  other  departments,  they,  of  course, 
participate  in  the  third  department's  savings,  but  such  participation 
does  not  properly  recognize  the  exact  pronortions  of  their  entire 
patronage. 

Such  a  method  possibly  night  be  permitted  v;here  the  third  depart- 
ment's  business  and  savings  are  quite  minor,  or  vjhere  most  or  all  of 
its  patrons  deal  with  tlic  othc-r  departments  in  substantially  thb 
same  proportion  os  their  business  with  the  third  department. 

The  foregoing  is  not  intended  to-  refer  to  the  situation  where  a  par- 
ticular dt^partment  has  a  loss.'  This  subject  is  treatod  in  paragraphs 
232-234  below. 

B.  Any  method  based  on  departmental  savings,  where  overhead  and  indirect 
expenses  are  not  distributed  between  departments  on  a  reasonable  and 
sound  -accounting  basis. 

C.  Any  m.ethod  not  based  on  aroportionate  prtronare  or  proportionate 
gross  margin. 

D.  Any  method  v;ith  an  illogical  or  incongruous  oasis  such  as,  for 
'    example : 

1.    Adding  unlike  units  of  products  or  supplies. 
8.     ^lom.bining  such  factors  as  marketing  commissions  received, 
with  the  value  of  purchases  made  from  natrons. 

Fhere  One  Pepartment  Has  a  Loss 

232.  "Tiere,  for  example,  the  packing  department  and  marketing  depart- 
ment operations  each  result  in  a.  net  savings,  but  the  farm  supply  depart- 
ment has  a  net  loss,  a  permitted  procedure  for  basing  the  allocation  of 
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savings  is  to  deduct  such  loss  from  the  savings  of  the  other  two  depart- 
ments in  a  proportionate  manner,  as  illustrated  in  the  follov-ing  table: 


Net  r-avings:  Amount  cent 

M'^rketing  department   $4,000  80 

■^rcking  department   1 ,000  PO 

Subtotal   $5,000  100 

Deduct:    Farm  supply  dei^artment  loss   1 , OOP 

Tot^'l  net  savings   ^4,000 

Net  Savings  for  Allocotjon  "^urr)Oses: 

Marketing  departimnt  ri^trons   |3,200  80 

Packing  depf.rtment  patrons  "   300  20 

Total  net  savings   $4,000  100 


233.  By  this  method  no  allocr;tion  is  made  to  the  patrons  of  the  farm 
supply  department.     If  desired,  hovjever,  the  ast.ociation  could  allocate 
that  department's  loss  to  the  patrons  dealing  with  that  department,  as 
explained  in  paragraphs  396  et  seq, 

234.  Under  the  coopbrative  acts  of  some  States,  only  one  general  patron- 
age refund  is  pc;rmitted.     Thus,   in  the  foregoing  example,  the  patrons  of 
the  farm  supply  department  would  perticipate  also  in  the  allocation  of  the 
net  savings  of  $4,000,  despite  the  fact  tbr^t  a  loss  wps  sustained  on  the 
supply  operations. 

Minor  Net  Savings 

285.    At  times,  an  exempt  association's  total  net  savings  for  a  year  nay 
be  very  small.     Often,  particularly  if  there  are  many  patrons,  the  division 
of  a  very  small  sam  among  them  is  t ither  impractical,  or  yields  an  incon- 
sequential result.     In  such  instances  it  is  likely  the  Bureau  vjould.not 
object  if  the  association  did  not  m.ake  an  actual  allocation  of  the  minor 
savings,  but  instead  chose  to  let  the  savings  stand  on  the  books  for  dis- 
tribution unon  the  eventual  dissoliition  of  the  organization.     In  the  m^ean- 
while,  such  savings  could  be  carried  in  an  account  entitled,  for  example, 
"Savings  to  be  allocated  to  patrons  of  the    season." 


236.     It  seems  reasonable  to  avoid  the  expense  of  making  actual  alloca- 
tions v.'hencver  they  vjould  average  say  less  than  a  dollar  each  for  most  of 
the  patrons.    V^hether  or  not  the  Bureau  v^ould  agree  vjith  that  particular 
limit  is  uncertain.    The  limit,  of  course,  should  be  set  far  belovj  the 
lowest  average  amount  per  patron  which  the  association  realizes  from  its 
year-to-year  normal  onerations. 
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Minor  Patronage 

287,     Some  exempt  associations  have  adopted  the  practice  of  not  allocat- 
ing savings  to  any  patron  whose  business  during  th-3  year  did  not  equal  a 
specified  mininuTi  amount.     It  is  possible  this  may  be  held  by  the  Bureau 
to  destroy  exemption  eligibility.    A  safer  procedure-  is  to  make  savings 
allocations  to  every  patron,  however  small  his  business  may  be,  but  to 
actually  send  out  refunds  only  when  the  amount  thereof,  is  above  a  certain 
minimum.    This  minimum  should  not  be  set  at  an  emount  rppreciably  ^rtjater 
than,  an  estimate  of  the  cost  of  distributing  the  refund.    Perhaps  on^:,  dol- 
lar  would  not  be  too  high  under  most  circumstances.     i\j(iounts  below  the 
selected  minimum  might  be  offered  for  nayment  upon  personal  call  from 
patrons. 

S38,     Such  withheld  s'zvings  should  remain  credited  to  the  patron-owners 
until  dissolution  of  the  association,  awaiting  their  demand  for.  payment. 
If  it  is  burdensome  to  maintain  an  individual  account  of  this  character 
vdth  e.ach  of  the  patrons  concerned,  the  total  amount  of  such  credits  , 
could  be  grouped  in  one  account.     In  that  case  a  comnlete  list  of  the 
payees  with  the  amounts  credited  to  thtm  3ndividua].ly  should  b-j  kept  so  . 
that  payTTients  may  be  made  if  called  for. 

239,     Credits  of  this  nature  to  p8tror^-3  who  cannot  be  located  may  be 
handled  as  outlined  in  paragraphs  5P6-I337, 

290.  i-hile'the  foregoing  r)roC'-dures  have  not  been  ruled  upon  officially, 
it  is  believud  the  Bureau  would  not  object  to  them. 

Proved  T^urchrses  as  3asi.^ 

291.  Supply  Goopt-ratives,  particularly  tuose  In  the  gas  and  oil  busi- 
ness, sometimes  put  the  burden  of  record  keeping  on  their  patrons  by 
having,  a  rule  that  savings  shall  be  anportioned  or  paid  only  to  those 
who  present  sales  ticket  copies  to  prove  their  purchases.    This  clearly 
destroys  exemption  eligibility,  57/  as  it  does  not  provide  equal  treat- 
ment for  all  patrons  and  because  the  Bureau's  Regulations  stipulate  that 
patronage  records  must  be  maintained  and  preserved  by  the  association. 
(Such  records  are  discussed  further  in  pars-,  467-4757]  " 

Payers  of  Miscellaneous  Income 

292.  The  procedure  for  allocating  saving:;  to  those  wlio  pay  service  fees, 
nonoperating,  extraneous,  or  miscellaneous  incom.e  to  a  farmers'  associa- 
tion is  discussed  in  paragraphs  1158-148  and  330-393. 

Transient  Trade 

293.  The  trade  of  an  oil  association,  or  of  any  exem.pt  supply  associa- 
tion, with  nonfarmers,  tourists,  or  transients  .must  be  handled  on  a  basis 
equal  with  the  tr^atnent  accorded  mem.bers  in  the  allocation  or  payment  of 
patronage.-,  savings,  etc.     This  represents  a  considerable  burden  on"  the 
association  as'thi.;  name  and  address  of  each  such  customer  must  be  listed 
along  V  ith  the  amount  of  his  purchase.    Many  associations  v.'ith  a  large 

3^/  ."'o'-  ruling,  in  the  case  of  Central  Cooperative  Oil  Association  v. 
Cornj-iissioner ,  32B.T.A.  (1935). 
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funount  of  this  business  have  found  it  imnracticcl  or  too  expensive  to 
com'^ly  vjith  this  requirement  and,  therefore,  have  decided  to  forego  an 
exempt  status. 

?94.     Since  the  sale  of  gasoline  and  oil  to  transient  motorists  may  be 
thought  to  represent  somevhat  of  a  civic  necessity,  at  least  under  some 
local  conditions,  and  because  of  the  described  burden  of  record  keeping, 
it  seems  possible  that  i?  the  total  amount  of  such  business  in  minor  the 
Bureau  might  not  object  if  the  concerned  patrons  i-vere  excluded  from  par- 
ticipating in  the  refund  of  savings.    IfJhile  no  rulings  have  been  published 
on  this  subject,  it  is  believed  that  if  the  amount  of  business  handled  in 
this  manner  vere  ker)t  within  say  5  percent  of  the  total  supply  business, 
an  issue  on  the  matter  might  be  avoided. 

PSi^.     If  permitted  at  all,  the  Bureau  probably  v.'ould  look  with  less 
objection  on  this  situation  if  the  gain  on  such  business  were  allocated 
or  distributed  to  an  association's  other  patrons  on  a  patronage  basis, 
rather  than  allowing  it  to  inure  to  the  benefit  of  the  holders  of  capi- 
tal shares.    The  bylav.'s  of  some  oil  associations  indirectly  accomplish 
that  result  by  providing  that  any  gain  realized  on  transient  or  tourist 
business  must  be  credited  to  a  special  reserve  to  be  expended  for  coop- 
erative educational  nurposes.     (See  further  discussion  of  educational 
fund  reserves  in  pars.  4i?3-435.) 

"Double"  Refunds 

P.93,    At  tiines,  an  exempt  marketing-purcha sinr  cooperative  may  find  it 
desirable  to  pay  two  patronage  refunds  on  an  identical  product  -  one  on 
its  purchase  and  another  on  its  sale.     This  comes  about  when,  for  example, 
corn  is  purchased  in  the  m.arketing  department  from  local  uroducers  and  is 
sold  in  the  supply  department  as  feed  to  another  producer.  Ordinarily, 
the  transfer  of  such  an  item  from  the  marketing  to  the  supply  department 
should  be  done  at  a  price  commensurate  v:ith  what  the  latter  department 
would  have  to  pay  in  the  open  market.    This  permits  the  marketing  depart- 
ment to  "earn''  its  proper  margin. 

297.     In  such  cases  it  is  believed  the  Bureau  w;ill  permit  an  associa- 
tion to  exercise  its  option  as  to  whether  a  refund  should  be  paid  in  the 
marketing  department  or  in  the  purchasing  department,  or  whether  two 
refunds  should  be  paid,  that  is,  one  for  each  department.     (See  par.  487.) 

Form  of  'Savings  "Distribution 

V9B.     A  farmers'  cooperative  is  not  required  by  the  exem.pt ion  rules  to 
distribute  in  cash  .any  part  or  all  of  its  annual  savings  which  may  remain 
after  limited  dividends,  if  any,  on  canital  shares.     Savings  may  be  retained 
in  the  business  as  a  capital  reserve.    This  is  subject  to  the  exception 
that  such  a  reserve  v/ill  not  be  permitted  to  accumulate  beyond  a  reasonable 
amount.     (See  pars.  416  et  seq.,  particularly  pars.  438-445.)  Savings 
retained  as  a  reserve  m.ust  be  allocated  on  a  patronage  basis  and  credited 
to  each  natron's  account.     (This  procedure  is  explained  in  pars.  36^  et 
seq.) 
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299.  7'hen  savings  are  so  handled  b-  an  association,  the  allocated 
reserves  usually  arc  not  payable  before  dissolution.     Some  cooy^crat ives, 
however,  prefer  to  set  them  up  with  a  long-term  maturity,  or  on  a  revolv- 
ing basis.     (See  pars.  452-463.)     It  is  not  essential  that  certificates 
be  issued  to  evidence  such  reserves.     In  fact  the  existence  of  certifi- 
cates brings  about  an  aw.lcv.'ard  situation  vjhere  impairment  .of  the  reserve 
becomes  necessary  to  absorb  an  operating  loss.     If,  despite  this,  it  is 
considered  desirable  to  have  certificates,  they  normally  should  not  be 
transferable  except  v;ith  the  approval  of  the  association.     (See  pars. 
514-315,  376,  and' 522-523. ) 

300.  Savings  m.ay  be  dirtributed  also  in  the  form  of.  written  instruments 
such  as  notes  qr  bonds  and  certif icati-s  of  indebtedness,  investment,  equity, 
capita],  stock,  or  of  other  capital  shares.    Most  associations  prefer  to 
issue  such  obligations  or  such  shares  in  nonnegotiable  or  nontransferable 
form,  V  ithout  interest  and  vjithout  a  fixed- maturity..    This  avoids  possible 
future  embarrassment  to  the  organization. 

301.  Payment  of  savings  may  be  accomplished  by  capital  equities  which 
are  not  evidfnced  in  v/riting.    A  r».:.solut ion  of  the  directors  could  bring 
this  about  if  the  legal  foundation  of- the  association  so  authorizes.  Such 
uncertificated  shares  differ  from  the  allocated  reserves  described. in 
paragraphs  298-299  in  that  the  latter  are  usually  subject  to  reduction 
for  the  absorption  of  future  operating  losses,  while  capital  shares  nor- 
mally do  not  absorb  losses  until  dissolution.     (See  pars.  636-637  on  the' 
nature  of  capital  reserves.     Set;  also  par.  371'. ) 

302.  Another  permittc;d  procedure  is  to  set  up  the  savings  as  a  patron- 
age refund  payable  (liability) .     Such  refunds  could  be  declared  due  at  a 
definite  future  time  of  either  short  or  long  term.     They  also  could  be 
made  payable  at  an  indefinite  time,  or  in  the  c iscret ion,  of  the  directors, 
or  upon  dissolution.    When  handled  in  ont.  of  the  v.^ays  just  indicated,  the 
so-called  refunds  actually  become  tantamount  to  capital  shares  or  equities, 
Likev/ise,  any  other  savings  credits  without  a  definite  maturity,  v  hither 
or  not  evidenced  in  vrriting,  would  have  a  similar  status.     (See  discussion 
in  nars.  b22-528. ) 

303.  It  is  possible  also  to  pay  a  savings  distribution  in  the  medium  of 
property  ovjnt  d  by  an  association.     Some  types  of  T3roperty,  as  for  example 
investment  shares  of  another  concern,  lend  themselves  to  this  possibility. 
With  others,  this. is  not  feasible, 

304.  A  num.ber  of  farmers'  coor^erat ives  today  v.;ith  fine  patriotic  zeal 
are  purchasing  United  States  Government  VJar  Ponds  end  Stamps  for  use  in 
payment  of  savings  distributions.     It  is  hoped  that  there  Viiill  be  a  wider 
adoption  of  this  practice. 

305.  "^roper  authority  for  the  form  of  savings  payment  selected  by  a 
cooperative  association  should  appear,  of  course,  in  its  bylaws  or  other 
organizational  and  legal  papers;  if  not,  the  patrons  m.ight  decline  to 
accept  noncash  settlements.     The  distribution  also  must  be  consistent  with 
the  State  statutes  under  which  an  association  operates,  , 


Pars.  299-305 


-  68  - 


Effect  upon  Incomt.  of  "Pctrons 

;:0&.    ^•  embers ,  v.'hether  individual  producers,  corporetions,  oi-  other  coop- 
erative essociations,  which  rrjport  for  Federsl  income  tax£.tion  on  the 
p.ccrunl  bosis,  should  cnto-r  as  an  asso-t  thair  portion  of  any  of  the  savings 
distributions  described  in  tht  fort-going  parrgraphs.    A  corresponding;  credit 
should  be  made  on  each  member's  records  to  the  same  account  v;hich  vjas 
charged  or  credited  throurh  the  original  transaction  vith  the  association. 
If  the  savings  refund  is  credited  by  the  member  so  as  to  increase  the  sales 
return  on  his  products,  or  to  reduce  the  cost  of  his  farm  operating  expenses 
(where,  for  example,  his  farm  supply  purchases  v.-ere  charged  to  such 
expenses)}  then  tlie  refund  will  cause  an  increase  in  the  m.ember's  taxable 
income  if  his  total  income  places  him  in  the  taxable  class.     Jf,  hovjuver, 
his  sup^^ly  purchases  were  used,  for  instance,  in  the  construction  of  a 
farm  building,  then  the  savings  refund  on  such  purchases  v;ould  be  credited 
to  the  building  cost  and  vcould  not  affect  the  m.ember's  taxable  income. 

307.     Savings  distributions  must  be  so  entered  ;ind  handled  by  members 
reporting  on  the  accrual  basis  \vhether  the  distribution  is  laade  in  the 
form  of  cash,  as  a  debt  evicenced  or  not  evidenced  in  writing,  as  a  share 
of  a  capital  reserve,   in  capital  stock,  or  in  other  certificated  or  uncer- 
tificated capital  shares  or  equities.    This  applies  also  to  nonm^mbsrs 
except  that  the  latter  probably  would  not  be  required  to  report  for  Federal 
taxation  any  capital  equities  which  they  have  not  agreed  to  accept  and 
which  are  declined.     (See  also  pars.  650-551.) 

^-03.    ^''here  patrons  file  their  Federal  t-.x  returns  on  the  accrual  basis, 
when  should  they  report  their  share  of  savings'^    The  Bureau  has  answered 
this  for  the  members  of  exempt  religious  associations  as  quoted  below 
from  page         of  Regulations  103.    By  analogy  this  probably  vjould  be 
held  to  apply  also  to  exem.pt  farmers'  cooperatives  and  their  patrons. 

"If  the  taxable  year  of  any  member  is  different  from  the  taxable 
year  of  the  association  .   .   .  the  distributive  .-:hare  of  the  net  income 
of  the  association  .   .   .  to  be  included  in  the  gross  income  of  the 
member  for  his  taxable  year  shall  be  based  upon  the  net  income  of  the 
association.  .  ..for  the  taxable  year  of  the  association  .   .   .  ending 
within  the  taxable  year  of  the  member."    [Underscoring  added.] 

309.  If  a  patron  later  finds  that  any  of  the  described  distributions 
Vv'hich  he  reported  for  taxation  have  become  uncollectible  or  worthless,  he 
has  the  T)rivilege  of  deducting  such  itens  fro.m  his  taxable  gross  income 

of  the  year  in  vhich  they  arc  determined  to  be  worthless.    The  taxpayer  is 
obliged  to  shov;  proof  of  such  determinati^^n.     If  the  patron  let^r  realizes 
any  am.ounts  on  the  items  written  off  he  must  report  them  for  taxation  in 
the  year  of  realization. 

310.  Me.mbcrs  or  other  pr-trons  r^^norting  for  Federal  incomu  taxation  on 
the  cash  basis  of  acco'unting  ordinarily  are  not  required  to  report  their 
savings  shares  until  the  l-^tter's  f'ctu':l  rec  eipt'  in-  cash ,  where  constructive 
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receipt  of  cash  is  involved.    Such  receipt  is  defined  in  general  terms 
on  page  190  of  Regulations  103,  es  lollovs: 

"Income  which  is  credited  to  the  account  of  or  c.et  rpart  for  a  tax- 
payer and  v;hich  nay  be  dravm  upon  by  him  at  any -time  is  subject  to  tax 
for  th'i  year  during  vhich  so  credited  or  s^t  apart,  althou£-h  not  then 
rctually  reduced  to  possession.    To  constitute  receipt  iu  such  u  case 
the  income  must  be  credited  or  set  apart  to  the  taxpayer  vjithout  any 
substantial  limitation  or  restriction  as  to  the  time  or  manner  of  pay- 
ment or  condition  upon  which  payment  is  to  be  made,  and  must  be  made  • 
available  to  him  so  that  it  may  be  drav:n  at  any  time,  and  its  receipt 
brought  v/ithin  his  own  control  and  disposition." 

311.  Constructive  receint  of  cash  probably  exists  where  a  cooperative 
makes  a  savings  distribution  in. the  form  of  capital  stock  or  other  capi- 
tal shares  or  equities.    Ordinarily  the  authority  to  make  those  types  of 
distribution  appears  in  the  organization's  bylaws,  thus  constituting  an 
express  agreement  with  members.    Although  no  formal  rulings  have  been 
published  on  the  subject,  Bureau  officials  have  indicated  verbally  that 
a  constructive  receipt  is  here  involved.    This  is  on  the  theory  that  the 
members  accepted  the  capital  equities  voluntarily  in  lieu  of  cash, 

312.  The  capital  shares  or  equities  of  m.any  associations  cannot  be 
readily  sold  by  holders.    Furthermore,  certificates  often  are  issued  in 
nonnegotiable  or  nontransferable  form,    V'hether  these  factors  will  affect 
the  Bureau's  determination  of  constructive  receipt  is  uncertain.  As 
mentioned  in  paragraph  307,  nonmember s ■ probably  would  not  be  required 

to  report  as  income  any  declined  capital  equities  which  they  did  not 
agree  to  accept .  •  .  ■ 

Amount  r?eportable  by  Patrons 

313.  Any  distribution  of  savings  made  in  noncash  forms,  including  capi- 
tal shares,  may  be  reported  by  patrons  for  their  ovm  Federal  income  tax- 
ation at  a  value  which  represents  their  appraisal  of  its  rt;alizable  worth. 
When  such  appraisal  is  l^ss  than  the  face  value  of  the  distribution,  the 
taxpayer  patron  probably  v/ill  be  required  by  the  Bureau  to  show  proof  of 
the  basis  of  valuation,    A  discounted  value  probably  could  not  be  justi- 
fied if  the  association  issuing  the  distribution  v/as  considered  by  the 
Bureau  to  be  in  a  sound  and  liquid  financial  condition. 

Notification  to  Patrons 

314.  The  Bureau  does  not  require  that  patrons  be  notified  of  any  allo- 
cated savings  or  declared  refunds,   etc.,  placed  to  their  credit.  Never- 
theless, it  is  believed  a  good  cooperative  policy  actually  to  make  such 
notifications  v;henever  feasible,    A  simple  statement  sent  at  the  close  of 
each  year  to  each  patron  showing  the  year's  increases  or  decreases  in  his 
equity,  and  the  balance  thereof,   is  desirable. 

315.  Of  course,  it  is  recognized  that 'particular  local  conditions  may 
sometimes  dictate  otherv.-ise  in  the  judgment  of  the  management.  Any  mem- 
ber's demand  to- know- the  amount  of  his  particular  equity  could  not  be 
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legally  refused.    The  right  of  a  nonmemb--r  to  enforce  such  a  demand  prob- 
ably depends  upon  whether  or  not  the  -issociation  had  an  agreement  with 
him  to  that  effect. 

Equ-^Jity  in  Payment 

316.  When  savings  of  the  current  year,  or  of  prior  years,  are  to  be  dis- 
tributed, they  should  be  handled  so  as  to  avoid  discrimination  among 
patrons.    The  follov.'ing  methods  of  distribution  pr'jbably  would  not  cause 
any  conflict  v;ith  the  exemDtion  requirements: 

A.     Immediate  or  deferred  cash  payment  to  all  patrons,  including  nonm^m- 
bers.     Shares  of  small  amount  may  be  handled  as  described  in  para- 
graphs ?,85-290. 

3.     Immediate  or  deferred  cash  payment  to  members,  crediting  the  non- 
members'  nortion  of  savings  tov.-ard  payment  of  the  minimum  capital 
share  or  fee  necessary  for  membership  at  the  par  value  or  at  the 
book  value  thereof.     This  eventually  brings  elig^-ble  patrons  into 
membership,  if  their  savings  become  sufficient  and  if  they  are  v;ill- 
ing  to  become  members.     (See  pars.  321-322  and  324-335.) 

This  brings  up  the  question:    May  an  exempt  association  increase 
the  minimum  monetary  requirement  for  entrance  into  membership? 
Would  this  bo  considered  unequal  treatment?    No  published  rulings 
have  been  made  on  this  point.     It  is  believed,  hov/ever,  that  the 
Bureau  Vv'ould  not  object  to  such  an  action  provided  all  newcomers 
within  a  ^articular  fiscal  year  v;ere  treated  uniformly.     It  is 
possible  that  if  the  new  entrance  requirements  were  u,Tireasoi-a.bly 
greater  than  the  former  ones,  the  practice  might  be  deemed  inequit- 
able, 

C.  PajTaent  through  issuance    -if  capital  stock  or  other  capital  shares, 
certificates  of  equity,  notes,  bonds,  etc.  to  all  patrons. 

D.  Payment  to  nonmembers  in  cash  or  as  a  short-term  liability,  while 
members  are  paid  for  their  portion  through  the  issuance  of  capital 
shares.    This  rather  anomalous  practice  is  sometim.es  followed  by 
associations  as  a  means  of  attracting  nonmembers  v?hose  volume  of 
products  may  be  needed,  for  example,  to  supply  a  definite  market 
demand  and  to  assist  in  the  absorption  of  overhead  expenses. 

317.  Some  of  the  foregoing  methods  may  conflict  with  State  laws.  For 
instance,  associations  incorporated  in  some  States  may  not  pay  savings 

in  cash  to  noamembers,  but  must  anply  them  tovrard  the  Durchase  of  a  capi- 
tal share:  other  States  do  not  permit  any  type  of  savings  refunds  for 
nonmembers. 

318.  Sometimes  patronage  refunds  are  naid  in  cash  for  one  department, 
while  the  savings  of  other  departments  are  merely  allocated  to  patrons 
for  definite  or  indefinite  future  payment.     Ordinarily,   it  is  equitable 

to  base  cash  refunds  on  a  uniform  percentage  of  each  department's  savings. 
This  is  particularly  true  v.-here  gross  margins  retained  are  somewhat 
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uniform  for  each  activity.    Variations  from  this  practice  may  be  justified, 
however.    One  department,  for  instance,  may  involve  greater  financial  out- 
leys  or  greater  operating  hazards  than  the  others.    Thus,  a  proportionately 
larger  reserve  may  be  required  for  its  financing  or  for  possible  future 
losses. 

Order  of  Paymenif 

319.    In  many  instances,  exempt  cooperatives  have  outstanding  on  their 
records  a  series  of  unpaid  patronage  ref-unds  arising  from  the  operations 
of  several  prior  years.    These  nay  be  represented  by  mere  book  credits, 
by  certificates  of  debt,  or  by  any  of  the  forms  described  in  paragraphs 
298-305.     It  is  believed  that  the  Bureau  will  not  object  to  the  retire- 
ment of  such  credits  in  an  order  d if f erent  from  their  origin. 

3?0.    For  exam'^le,  assijine  that  credits  exist  for  savings  from  the  years 
1937,  1933,  1939,  and. 1940.     An  association  normally  would  pay  them_ off  in 
serial  order  by  years  beginning  vJith  1937.    Fovjever,  it  probably  is  per- 
missible to  retire  the  1940  items  first,  or  to  use  any  order  deemed  desir- 
able.   Retirement  in  the  order  of  origin,  being  generally  the  fairest 
method,  sliould  be  follov;ed  unless  there  is  a  seriously  impelling  reason' 
to  do  othervjise. 

Treatment  of  Certain  Patrons  ■  ■ 

321.     If  a  patron  declines  to  become  a  mienber,  or  is  ineligible  for  mem- 
bership (as  often  happens  v:here  a  nonproducer  deals  with  an  association  in 
purchasing  supplies) ,  the  portion  of  his  allocated  savings  up  to  an  amount 
equal  to  the  value  of  the  m.inimum 'capital  share  or  fee  necessary  to  qualify 
for  membership,  may  be  handled  in  one  of  the  follov;ing  ways: 

A.  For  a  capital  stock  cooperative,  issue  a  special  type  of  stock  cer- 
tificate, such  as  preferred  shares  stated  to-be  nonvoting,  nonpar- 
ticipating,  and  nondividend  bearing.    A.uthority  for  issuance  of  such 
stock  should  exist  in  the  association's  legal  structure. 

B.  For  a  capital  stock  or  a  nonstock  cooperative,  issue  a  certificate 
of  debt,  investment,  or  equity,  or  even  a  simple  nonaegotiable  note 
or  bond.    These  preferably  should  bo  noninterest  bearing  and  may  be 
made  payable  only  on  dissolution,  or  earlier  in  the  discretion  of 
the  directors, 

C.  Let  the  described  portion  of  the  patron's  savings  fetand  permanently 
to  his  credit  simply  as  a  book  entry,  v.'ithout  issuance  of  any  written 
instrument.     It  is  not  certain  that  this  particular  procedure  will 

be  approved  by  the  Bureau,  but  it  stands  a  reasonable  chance  of 
being  Dermitted.     (See  par.  393.) 

'In  an  unpublished  ruling  a  few  years  ago,  one  cooperative  was  per- 
mitted to  charge  nonmember  patrons  three  dollars  each  year  to  match 
an  equivalent  annual  fee  demanded  from  members. 

"522.     In  all  of  the  f-'-regoing  methods,  once  a  patron's  allocated  savings 
become  equivalent  to  the  minimum  membership  share  or  fee,  he  should 
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thenceforth  bo  treated  the  same  as  a  nember  in.  the  payment  or  other  dis- 
position of  any  further  savings  apportioned  to  him. 

Unaccepted  Certificates 

322.    y'herj  capital  certificates  are  rejected  by  nonmsmbers  v;ho  do  not 
v;ish  to  become  members,  some  managers  simply  hold  the  certificates  in  the 
office  safe,  v/ith  the  association's  financial  statements  indicating  that 
the  stock  is  actually  outstanding.    This  practice  is  not  recommended  for 
it  resembles  subterfuge,   if  it  is  not  actually  that.     It  is  a  veil  known 
principle  that  patrons  cannot  be  forced  into  membership.    A  better  proce- 
dure in  those  cases  is  to  cancel  the  certificates  and  to  rely  upon  one 
of  the  procedures  outlined  in  paragraphs  3S1-322. 

Deferred  Payment  for  Nonmembers 

324.  Some  associations  have  extended  the  procedure  outlined  in  para- 
graph 321,  item  C,  so  that  a  nonmember's  share  of  savings  continues  to 
accum.ulate  each  year,  resulting  in  credits  far  exceeding  the  amount  of  a 
minimum  capital  share,  rmile  savings  of  similar  origin  are  paid  in  cash 
to  members.    This  represents  a  discrimination,  and  most  surely  vjculd  be 
a  cause  for  suspension  of  exemr'tion  eligibility. 

325.  Many  cooperative  managers  and  their  advisers  have  been  under  the 
impression  that  this  particular  plan  is  v^'ithin  the  permitted  scope  of 
the  3ureau'-s  regulations.    That  condition  arose  through  a  misinterpreta- 
tion of  the  Treaairy  Department's  ruling  contained  in  Mimeograph  No.  3886 
of  July  9,  1931  (C.B.X-2,  164).    The  portion  of  the. ruling  in  question  is 
quoted  as  follovs: 

"However,  where  a  cooperative  marketing  association  [it  is  believed 
there  was  no  intention  to  exclude  purchasing  associations]  has  otherwise 
complied  with  the  provisions  of  the  statute  respecting  exemption,  but 
defers  the  payment  of  patronage  dividends  to  nonmembers,  exemption  v;ill 
not  be  denied — 

"1.    \''here  the  by-laws  of  the  association  provide  that  patronage 
dividends,  by  whatever  name  knovm,  are  payable  to  the  members  and 
nonmembers  alike,  and  a  general  reserve  is  set  up  for  the  payment  of 
patronage  dividends  to  non_members. 

"2.    ''rhere  the  by-lavo's  provide  for  the  pa^^nnent  of  patronage  divi- 
dends to  members,  but  are  silent  as  to  the  payraent  of  patronage 
dividends  to  nomnem.bers,  but  a  specific  credit  to  the  individual 
account  of  each  nonraember  is  set  u^  on  the  books  of  the  association. 

"3.    '.'Jhere  the  by-laws  are  silent  as  to  the  pa^^ent  of  patronage 
dividends  to  either  members  and/or  nonmembers,  but  the  evidence 
subm.itted  shov.s  that  it  has  been  the  consistent  practice  of  the 
association  to  miake  payment  in  cash  or  its  equivalent  of  patronage 
dividends  to  mem.bers  and  nonmembers  alike  v;ithin  a  reasonable 
period  after  the  expiration  of  the  particular  year  involved. 
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"4.    V/here,  under  the  circumstances  stated  in  l,  ?,  and  3,  above, 
patronage  dividends  are  not  payable  until  the  nonmember  becomes  a 
member  of  the  association  either  through  the  payment  of  the  required 
amount  in  cash  or  the  accumulation  of  dividends  In  an  amount  equal  to 
the  purchase  price  of  a  sh-re  of  btock  or  r.'."nberghip. " 

[Bracketed  wording  and  underscoring  added.] 

.The  Bureau's  intention  is  that '  subparagraphs  Nos.  1,  2,  and  3, 
should  pertain  only  to  the  c irciamstances  outlined  in  subparagraph  No.  4. 
This  brings  about  the  effect  that  the  latter  paragraph  is  the  only  one 
v;hich  can  be  directly  linked  to  the  introductory  sentence.    Or  to  put  it 
more  clearly,  the  intention  of  the  ruling  is  that  the  situations  outlined 
in  the  first  three  subparagraphs  apply  on] y  up  to  the  amount  of  the  mini- 
mum fee  or  capital  share  required  for  membership,  as  detailed  in  the  fourth 
subparagraph.    VJhen  that  point  is  reached,  the  patron,   in  the  absence  of 
his  refusal,  and  if  eligible,  usually  becomes  a  memxber.    Thenceforth  his 
portion. of  the  .savings  is  subject  to  the  same  treatment  as  any  other 
member.    This  version  of  the  ruling  has  been  carefully  investigated  and 
checked  vjith  Bureau  perso.r>-nel,  * 

327.     In  summary,   it  should  be  stressed  that  savings  credited  to  a  non- 
member  above  the  value  of  a  capjtal  or  m.em.bership  share  miust  be  paid  to 
him  in  the  same  manner  and  at  the  same  time  as  counterpart  credits  are 
paid  to  members.     Contrary  treatm^ent  will  furnish  cause  for  revoking  the 
letter  of  exem">tion. 

Unpaid  Memberships 

323.     Credits  to  a  nonjnember  for  his  portion  of  savings  should  be  con- 
tinued indefinitely  looking  forv/ard  to  the  possibility  of  their  equaling 
the.  value  of  a  membership  share.    Such  credits  should  remain  on  the  books 
even  after  a  person  has  vithdrawn  his  patronage,  has  left  the  I'^cal  sec- 
tion, or  has  died.    Under  those  conditions  the  bylav/s  of  some  associa- 
tions authorize  a  cash  refund  of  the  credits  immediately,  or  vdienever 
savings  of  similar  time-origin  are  paid  to  members.     (See  pars.  33S-Z39.) 
That  practice,   it  is  believed,   Is  not  objectionable  to  the  Bureau. 

329.  As  a  general  rule,  a  nomnember's  savings  credits  vvliich  have  not 
equalled  the  value  of  a  membership  sbara  should  not  be  appropriated 
(written  off)  but  rather  should  be  permitted  to  remain  intact  until  the 
association's  dissolution.     Some  of  the  State  cooperative  acts,  however, 
authorize  the  appropriation  of  such  credits  after  a  specified  period  of 
t  ime . 

330.  l/^hile  the  Bureau  has  permitted  some  cancelations  of  this  kind  in 
the  past,  it  is  believed  that  it  -vould  not  be  safe  to  rely  upon  such  a 
precedent  in  the  average  case.     If  an  association  decides  to  hazard  the 
effect  of  such  a  practice,  it  at  least  should  not  attempt  to  make  the' 
write-offs  until  a  reasonable  period  has  elapsed,   say  not  less  than  4  or 
5  years.     In  all  cases,  at  least  the  period  of  limitations  set  by  State 
lav/  should  be  observed. 
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331.    Credits  of  this  nature  to  patrons  v.'ho  cannot  be  located  may  be 
handled  as  out] ined  in  paragraphs  335-337. 

Nonmonetary  i'iernbershipg 

53?..     Some  associations  do  not  have  any  monetary  requirement  to  qualify 
for  membership,  such  as  the  purchase  of  a  share  of  stock  or  the  payment 
of  an  entrance  fee,  etc.    Exempt  cooperatives  of  that  type  are  not  per- 
mitted to  witlihold  from  nonmem.bers  any  savings  derived  from  transactions 
with  them,  over  and  above  any  counterpart  withholdings  from  members. 

Deductions  for  Finnncirg 

333.  Other  associations  have  no  entrance  requirement  but  secure  funds 
for  financing  purposes  through  authorized  pro  rata  deductions  (often 
termed  "retains")  from  the  sales  proceeds  of  members'  products.  These 
deductions  sometimes  have  the  nature  of  loans.     In  other  instances  they 
may  be  considered  as  capital  contributions,    "'here  the  deduction  system 
is  in  effect,  the  Bureau  probably  vould  have  no  objection  if  an  exempt 
association  makes  like  deductions  in  the  case  of  nonm.embers.     It  is 
believed  this  v.'oulc  hold  good  even  though  the  deductions  were  not  speci- 
fically or  directly  authorized  by  the  nonmembers.    Any  eventual  refund  of 
such  deductions  must  be  made  in  the  same  manner  and  at  the  same  time  for 
both  members  and  nonmembers.    This  fulfills  the  exemption  statute's 
requirement  for  equal  treatment. 

Forfeiture  of  Credits 

334.  V/here  an  exempt  association  follov;s  the  practice  of  appropriating 
or  canceling  either  a  portion  or  all  of  any  credits  standing  in  the  name 
of  a  member  or  nonmeraber  vhen  he  ceases  to  do  business  with  the  organiza- 
tion, there  is  a  considerable  possibility  that  the  B'-ireau  may  hold  this  to 
represent  unequal  treatment.     It  could  be  argued  that  in  one  sense  this 
practice  is  equitable  since  all  patrons  are  treated  dike  v.hen  and  if  their 
patronage  ceases.    The  possibility  of  considerinp  the  practice  a  di;:crim- 
inatory  one  seems  increased  when  the  appropriated  credit.s  vary  in  amount 
among  individual  patrons.    The  type  of  credits  involved  here  include  any 
accounts  or  notes  payable,  patronage  refunds  payable,  interest  in  the 
capital  reserves  or  in  savings  allocations  of  other  description,  capital 
stock  or  othtr  capital  snares  owned  by  the  patron,  etc. 

335.  If  the  forfeiture  is  agreed  upon  in  advance  between  the  patron  ■ 
and  the  association  by  a  specific  contract,  or  in  the  case  of  a  mem.ber 
through  a  bylaw  provision,  the  Bureau  may  take  this  into  consideration  and 
it  might  furnish  a  justification  for  consent  to  the  practice.     Even  though 
a  contractual  basis  exists,  however,  any  such  forfeiture  might  be  deemed 
inequitable  by  the  Bureau  when  it  exceeds  in  amount  what  could -be  r egarded 
as  reasonable  liquidated  damages  to  the  association.     (See  reference  to 
this  subject  in  pars.  543-551.) 

Unlocated  Creditholdnrs 

335.    vhere  patrons  cannot  be  located  at  the  last  known  address,  their 
portion  of  the  savings  and,  in  fact,  any  other  amounts  owing  to  them 
ordinarily  should  remain  credited  indefinitely,  or  until  dissolution. 
Hov;cver,  if  preferred,  the  association  m-ay  transfer  (write  off)  such 
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credits  into  the  income  account  after  lapse  of  the  period  of  limitations 
set  by  State  law.     It  is  desirable  to  preserve  any  proof  of  the  effort 
to  reach  such  patrons,  for  example,  en  envelope  officialy  returned  Dy 
ti:e  Post  Office  Department. 

337.     Some  States  do  not  prescribe  an  applicable  limitations  period,  jn 
that  case  common  law  respecting  the  appropriation  of  declared  capital  stock 
dividends  probably  would  be  held  to  govern  by  analogy.     If  operations 
extend  into  several  States,  the  procedures  might  have  to  coincide  with  the 
respective  statutes.  . 

Payments  Upon  ^"ithdrawal 

333.    As  mentioned  in  paragraph  3S8  savings  credits  or  other  equities 
belonging  to  a  member  or  nonmember  are  often  paid  in  cash  upon,  or  within 
a  stated  period  after,  v'ithdrav;al  of  mtrorpp.ge.    From  a  long-range  view- 
point this  might  be  thought  to  represent  an  inequitable  procedure  since 
the  patrons  so  paid  are  thus  relieyed  of  any  responsibility  for  'absorbing 
future  losses.     It  is  believed  that  the  Bureau  would  not  offer  any  objection 
to  this  practice,  hov;ever. 

339.  Convorsc;Iy,  the  Bureau  does  not  require  that  such  payments  be  made 
upon  withdravjal.    Normally,  credits  of  v/ithdrawing  patrons  are  p&id  only 
as  and  when  credits  of  similar  time-origin  are  paid  to  other  patrons. 
Some  Stkte  cooperative  acts  provide  that,  where  the  bylaws  do  not  other- 
wise stipulate,  a  member's  interest  in  an  association  must  be  appraised 
and  paid  to  him  or  to  his  estate  within  a  specified  time  after  his  with- 
drawal, resignation,  or  death. 

Price  Discrimination  '  . 

340.  It  seems  possible  from  at  least  one  recorded  case  33/  that  tax 
authorities  might  look  with  so^me  disfavor  on  the  concurrent  use  of  two 
or  more  methods  of  accounting  for  products  received  by  an  exempt  market- 
ing association,    ioi  objectionable  price  discrimination  may  be  so  involved 
where,  for  example,  a  marketing  association  pools  the  sales  proceeds  of 
some  patrons,  while  m.aking  outright  purchases  from  others. 

341.  Even  if  the  nonpool  patrons  as  a  group  receive,  after  savings  are 
distributed,  an  average  return  for  their  products  that  is  the  same  per  . 
unit  and  grade  as  paid  to  the  pool  patrons,  discrimination  possibly  may 
be  held  to  exist  if  some  of  the  nonpool  patrons  receive  less  than  others, 
or  less  than  the  pool  price  return.    ITo  published  rulings  exist  to  indi- 
cate that  this  type  of  situation  is  considered  definitely  as  a  discrimi- 
nation. 


'342.    An  adjustment  could  be  made,  of  course,  to  nartly  equalize  the  ' 
described  inequality.    Thus,  savings  from,  the  nonpool  transactions  (or  an 
amount  taken  out  of  pool  proceeds)  could  be  distributed  so  that  none  of  the 
non'i^ool  patrons  receive  less  than  the  pooled  average  price.     This  v.'ould 
leave  a  group  of  the  nonpool  natrons  which  had  secured  a  higher  average. 

38/  See  Producer s '  ."Produce  Co.  v.  Crooks,  E  F.  Pupp.  969  (193S). 
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If  this  group  were  conmosed  of  nonmembers  their  superior  treatment  might 
be  held  not  to  affect  exemption.     (See  pars.  P39-241.) 

343.  The  foregoing  comr'ient  ap'-'lies  to  the  handling  of  one  variety  of 
riroduct.    Where  rf:ore  than  one  variety  is  involved,  the  use  of  a  different 
!nethod  of  acquisition  for  each  variety  probably  v.'ould  not  be  considered 
discriminatory. 

344.  A  definite  discrimination  would  exist  if  an  association  used  vari- 
able prices  at  one  partic^jilar  time  for  the  same  quantity  and  the  same 
quality  when  acquiring  products  or  selling  supplies,   if  the  price  variations 
vjere  not  equalized  later  through  offsetting  variations  in  the  rate  of 
patronage  refunds.     (See  contrast  in  pars.  349-351.) 

345.  It  is  believed  that  the  Bureau  is  not  concerned  whether  equality 
in  T^ricing  or  in  paying  returns  (which  may  involve  justified  variations  in 
handling  charges  as  explained  in  pars.  251  and  354-359)  is  achieved  by  an 
exempt  organization  at  the  time  of  actual  transaction  with  patrons,  or  by 
later  equalization  through  the  use  of  variable  patronage  refunds,  as  des- 
cribed, 7.;hi  ch  are  allocated  or  paid  at  the  end  of  the  accounting  period, 
not  later,  of  course,  than  the  close  of  the  current  fiscal  year. 

345.     The  foregoing  observation  aT)plies  only  to  the  tyoe  of  cooperative 
v.'hich  takes  title  to  the  products  or  supplies  handled,  and  to  organizations 
v/hich  operate  as  agents  but  which  do  not  pool  sales  proceeds  or  operating 
expenses .     It  is  not  intended  to  indicate  that  day-to-day  price  variations, 
such  as  those  described  in  paragraphs  349-351,  m.ust  be  equalized  at  the 
end  of  the  fiscal  year.     It  refers,  rather,  to  price  differences  such  as 
m.entioned  in  paragraph  344,  which  i^alpably  would  represent  a  discrimi- 
nation if  not  equalized  later.    Associations  operating  on  a  pooling  basis, 
do  not  com.e  vdthin  these  remarks,  as  the  pools  normally  would  represent  an 
equitable  distribution  of  net  sales  proceeds. 

"Purchases'  from  Other  Cooperatives 

347.    L'iarketing  associations  often  m.ake  emergency  purchases  (see  pars. 
114-123)  from,  another  cooperative.     The  selling  organization  may  not  be 
interested  in  taking  any  chances  on  an  uncertain  price  resulting  from  pool 
narticipation  and,  therefore,  insists  upon  a  flat  price  arrangement  with 
no  expectation  of  further  payments  from  allocation  of  the  net  savings. 

■  343.    Depending  on  the  comparative  price  involved,  this  procedure,  con- 
ceivably may  be  held  to  be  discriminatory.    Vi'hether  the  emergency  nature 
of  the  transaction  will  serve  to  mitigate  its  effect  on  exemption  is 
uncertain. 

Other  Price  Differences 

349.    i'Ot  all  price  differences  are  discriminatory,  of  course.     It  is 
felt  that  the  use  of  more  than  one  pooling  period  during  a  year  by  a  m.ar- 
keting  association,  resulting  in  different  returns  per  unit  for  the  same 
kind  and  grade  of  product,  v.'ould  not  be  regarded  by  the  Bureau  as  a  form 
of  price  discrimination.     This  assumes  that  the  patrons  of  all  pools 
receive  their  pro  rata  share  of  the  year's  net  savings. 
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350.    Furthermore,  a  marketing  association  which  operates  on  a  so-called 
purchase-and-sale  basis,  or  a  purchasing  association  dealing  with  patrons 
at  pricts  v;hich  vary  from  ti-ne  to  time,  is  not  thereby  regarded  as  prac- 
ticing price  discrimination.    Such  organizations  should  make  every  effort, 
hovjevt-r,  to  set  prices,  so  far  as  may  be  feasible,   in  such  a  way  as  to 
yield  a  uniform  gros's  margin  throughout  a  particular  accounting  year. 
(See  par.  258.) 

251,     Some  purchasing  organizations,,  in  recognition  of  this  point,  keep 
their  accounts  so  as  to  reflect  the  actual  gross  margin  on  each  patron's 
transactions,  thus  producing  a  clearly  equitable  base  for  the  allocation 
of  savings.    Such  a  procedure  is  impractical,  hov.,'ever,  for  most  types  of 
purchase-and-sale  marketing  associations. 

Voluntary  Discrii^inat ion 

35?.     Some  cooperative  associations  have  made  provision  in  their  bylavjs 
or  other  legal  papers  to  pay  higher  prices  or  higher  returns,  for  an  equal 
grade  of  produce,  to  one  group  of  members  as  compared  v:ith  another  group. 
Usually  the  charter  members  are  favored  in  that  manner,     respite  the 
voluntary  nature  of  such  an  arrangement  the  Bureau  probably  would  consider 
it  a  nonobs-ervp:n"CP  of  the  exem,pt ion  requirement  for  equal  treatment. 

353.  It  is  felt  there  is  no  essential  difference  between  voluntary  and 
involuntary  discrimination.  ,  This  follovis  the  theory  already  expressed  in 
paragraphs  238  and  241  that  any  savings  (gain)  derived  from  one  group  and 
transferred  to  another  probably  would  be  held  to  constitute  a  taxable  dis- 
tribution, excepting,  of  course,  dividends  on  capital  shares.     (But  see 
par  316B.) 

Quantity  Premiums  and  Discounts 

354.  Prices  or  returns  pei'  unit  are  sometimes  arranged  to  vary  accord- 
ing to  the  volame  of  products  received  fromior  sold  to,  each  patron. ■  The 
same  result  often  is  accomplished  by  varying  the  rate  of  patronage  refunds 
according  to  the  volame  of  transactions. 

355.  It  is  believed  possible  that  an  exemnt  cooperative  w^ill  be  per- 
mitted by  the  Bureau  to  give  price  discounts  according  to  the  volume  of 
supnlies  sold  to  patrons.  It  seems  clear  that  large-volume  supply  pur- 
chases, compared  with  smaller  ones,  could  be  handled  and  possibly  could 
be  acquired  by  an  association  at  a  lesser  cost  per  unit.  (See  pars. 
242-245.) 

356.  In  marketing  operations,  Vrhile  large  amounts  of  oroduce  probably 
can  be  processed  and  sold  at  a  unit  cost  less  than  for  small  volumes,  it 
does  not  follov;  necessarily  that  the  actual  sales  price  per  unit  is 
enhanced  by  a  larger  volum.e.     Obviously,  large  volumes  could  result  in 
either  higher  or  lower . prices ,  according  to  market  conditions. 

357.  Where  an  exempt  marketing  association  desires  to  pay  variable  unit 
prices  or  returns  according  to  the  quantity  of  products  furnished  by  pro- 
ducers, it  is  believed  that  the  Bureau  v>;ill  not  consider  this  a  violation 
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of  equality  provided  the  variations  are  applied  equally  to  both  members 
and  nonmembers  and  the  returns  are  based  upon  clearly  justifiable  differ- 
ences in  handling  costs.     (See  par.  251.) 

358.  Unless  competitive  conditions  force  the  issue,  it  appears  best  for 
both  marketing  and  purchasing  cooperatives  to  avoid  the  use  of  such  price 
differentials.    There  is  some  analogy  here  to  the  one-man-one-vote  prin- 
ciple.    Small  producers  thus  are  given  an  equal  voice  with  those  who 
operate  on  a  large  scale.    The  fairness  of  this  tenet  is  debatable,  of 
course.    Certainly  there  are  many  fine  cooperatives  that  have  not  accepted 
the  idea. 

359.  While  the  one-vote  feature  is  not  mandatory  for  tax  exemption  pur- 
poses, it  is  one  of  the  alternate  requirements  under  the  Capper-Volstead 
Act  through  vhich  farmers'  cooneratives  nay  secure  immunity  from  the  anti- 
trust laws  insofar  as  their  normal  operations  are  concerned.    Thus  Congress 
has  put  this  plan  forward  as  a  desirable,  although  not  a  necessary,  feature 
of  mutual  operation. 

Necessary  Expenses  Defined 

360.  3y  referring  to  paragraph  227,  it  will  be  observed  that  the  statute 
user  the  term.s  "necessary  marketing,  expenses"  and  '»necessary  expenses," 

but  provides  no  definitions  thereof.     The  Bureau's  regulations  and  published 
rulings  do  not  indicate  directly  any  particular  limitation  in  this  respect, 
except  for  depreciation  charges  which  are  rest-ricted  "to  a  reasonable  annual 
rate,  as  outlined  in  paragraph  439A. 

361.  Any  type  of  expense  essential  to  the  marketing  or  purchasing  opera- 
tions of  the  business  undoubtedly  v.'ould  not  be  questioned  (see  par.  90). 
While  the  Incom.e  Tax  Regulations  for  corporations  designate  certain  expenses 
as  unallowable  for  purposes  of  calculating  taxable  income,  it  is  felt  the 
Bureau  will  not  necessarily  follovj  those  regulations  where  tax-exempt  asso- 
ciations are  concerned. 

362.  In. general,  out-of-pocket  expenditures,   either  paid  or  accrued, 
when  related  to  the  permitted  functions  of  an  exem.pt  farmers'  association 
probably  will  not  come  under  any  question.    Expenses,  the  amount  of  which 
is  theors.tically  computed,  such  as  those  represented  by  valuation  reserves, 
may  be  scrutinized  more  closely.     Such  reserves,  according  to  the  exemption 
statute,  must  be  of  a  necessary  character,  and  therefore  com.e  directly 
under  the  Bureau's  observation  as  explained  in  paragraph  416  et  seq. 

363.  The  Commissioner  undoubtedly  is  responsible  for  determining  what 
constitutes  "necessary  expenses."    Thus,  the  Bureau  conceivably  could  object 
to  exorbitantly  high  salaries,  and  excessive  amounts  of  other  controllable 
expenses. 

Fertile  Dairy  Decisions 

364.  The  exemption  statute  specifically  perm.its  an  exem-pt  farm  coopera- 
tive to  withhold  a  limited  amount  of  savings  ("earnings"')  in  the  form  of 

a  capital  reserve  for  any  proved  necessary  purpose,  which  is  fully  dis- 
cussed under  Requirement  No.  4,  beginning  on  page  9:5.    The  Treasury 
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Department  for  years  has  permitted  such  a  reserve  (or  "surplus")  to  be 
considered  and  handled  as  if  owned  by  the  association  itself,  for  its 
own  account,  without  definitely  reco^rnizing  the  equities  of  past  patrons 
in  the  reserve,  arising  fi^om  their  patronage  share  of  annual  savings. 

3o5.    Thus,  in  the  absence  of  express  provision  to  the  contrary,  such 
reserves  under  the  laws  of  most  States,  would  revert  upon  dissolution  to 
the  association's  then  existing  stockholders  or  members.     Such  a  course 
normally  would  result  in  the  exclusion  of  past  patrons  from  participation 
in  the  distribution  of  net  assets.     In  the  following  language  quoted  from 
page  239  of  Income  Tax  Regulations  103,  the  Bureau's  position  in  the  past 
is  clearly  indicated  (for  full  text,  see  pages  I56-I58  herein); 

•"(c)  In  order  to  be  exempt  .   .   .  sn  association  must  establish  that 
it  has  no  net  income  for  its  ovm  account  other  than  that  reflected  in 
a  reserve  or  surplus  authorized  in  (a)." 

365.    V^hen  these  regulations  are  reissued,  the  above-quoted  portion  prob- 
ably will  be  revised  to  coincide  with  a  much  stricter  attitude  resulting  ■ 
from  recent  decisions  by  the  Federal  Courts  in  the  case  of  the  Fertile 
Cooperative  Dairy  Association  v.  Huston,  Collector  of  Internal  Revenue 
for  the  Listrict  of  Iova.59/  Those  decisions  have  been  published  in  the 
Bureau's  Cumulative  Bulletin  (C.B.  1941-2,  ISO)  v'hich  according  to  estab- 
lished custom  indicates  the  Commissioner  has  accepted  the  principles 
involved.     On  good  authority  it  is  understood  the  Bureau  intends  to  use 
these  principles  in  determining  exenption  'eligitiility  for  fpriaern'  coop- 
eratives in  similar  future  circumstances. 

Legal  and  Accounting  Fffects 

357.  When  that  association  made  application  to  the  Commissioner  of 
Internal  Revenue  for  a  tax-exempt  status,  it  v.-as  denied  for  several  rea- 
sons.   The  tax  then  was  paid  and  a  suit  for  refund  thereof  was  entered 
before  the  United  States  District  Court.    The  latter  denied  exemption  but 
did  so  on  nev  grounds  entirely  different  from  those  advanced  by  the  Com- 
missioner.   The  Court  held  the  association  ineligible  for  exemption  because 
its  legal  structure  did  not  provide  that  nonmember  patrons  would  have  an 
equitable  interest  in  the  net  assets  u^on  eventual  dissolution,  and 
furthermore  because  the  association's  operating  and  accounting  procedures 
did  not  attemT)t  to  effectuate  that  end.     In  one  sense  this  is  a 'somewhat 
academic  viewpoint  because  most  associations  at  dissolution  usually  have 

no  reserves,    Hov;ever,  a  practical  application  does  exist  whenever  any 
assets  represented  in  the  reserves  are  distributed. 

358.  On  appeal,  this  finding  vjas  affirmed  by  the  United  States  Circuit 
Court  of  Appeals  on  April  25,  1941  (119  F.  2d  274).     These  decisions,  as 
inter-oreted  verbally  by  officials  of  the  Bureau,  mean  that  all  annual 
operating  savings  (after  provision  for  limited  dividends,  if  any,  on 
capital  shares)  must  be  allocated  to  the  credit  of  each  patron,  including 

39/  33  F.  Supo.   712.     Aff.  119  F.  2d  274. 
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nonmembers,  in  proportion  to  patronage.  A  further  practical  effect  is 
that  such  allocations  actually  must  be  entered  in  a  suitable  permanent 
record.     (This  subject  is  discussed  at  length  in  pars.  467  et  seq.) 

369.  The  entry  of  such  allocations  does  not  mean  that  the  savings  must 
be  paid  out  before  dissolution.    -In  the  discretion  of  the  association, 
part  or  all  of  the  annual  savings  so  allocated  may  be  withheld  as  a  capi- 
tal reserve  subject  to  reduction  by  future  operating  losses  and  payable, 
if  desired,  only  on  dissolution.     (The  purpose  and  amount  of  the  reserve, 
however,  must  be  v;ithin  the  scope  of  Requirement  No.  4,  as  outlined  begin- 
ning on  page  93.)     It  follows  that  if .  all  annual  savings  are  so  allocated 
to  each  patron,  the  association's  capital  reserx^es  will  be  always  in  a 
similar  allocated  state. 

370.  In  addition  to  the  entry  of  allocations,  the  legal  papers  of 
exempt  associations  (articles  of  incorporation,  bylav;s,  membership  or 
marketing  agreements)  must  contain  a  provision  binding  the  association  to 
make  savings  allocations  in  the  prescribed  manner  at  least  once  yearly 
£-.t,  or  shortly  after,  the  close  of .  its  accounting  period.     Sucn  provision 
should  indicate  clearly  that  the  allocations  become  the  property  of  each 
Tjatron.     It  appears  desirable  to  indicate  also  that  such  allocations  are 
nayable  only  upon  dissolution  (or  earlier,  in  the  discretion  of  the  direc- 
tors) and  are  subject  to  reduction  at  any  time  v;ithout  notice  by  future 
operating  losses  v.'hLich  may  be  encountered  by  the  association.     (But  see 
par.  372.) 

371.  In  this  way  an  allocated  reserve,  v,'hile  in  a  sense  a  capital  equity, 
does  not  lose  its  essential  nature  as  a  reserve.     In  this  respect  it  dif- 
fers from  a  deferred  liability  for  patronage  refunds  declared  payable  at 

a  future  date,  or  payable  only  on  dissolution,'  since  such  refunds  ordin- 
arily are  not  subject' to  reduction  by  future  losses  except  in  a  different 
sense  as  a  result  of  the  complete  extinguisrunent  of  any  formal  capital 
Vj-hich  may  exist.     (See  also  pars.  301,  4S1-4S2,  and  636-o37.) 

372.  The  foregoing  paragraph  expresses  the  viev;s  of  the  writers  on  the 
status  of  an  alloc-ited  reserve.     It  is  pointed  out  j  however,  that  there 
are  some  who  believe  the  Fertile  Dairy  decisions  may  be  interpreted  to 
mean  that  an  allocated  capital  reserve  must  become  the  absolute  property 
of  those  to  v/hom  it  is  credited,  wi.thout  being  subject  to  reduction  for 
losses,  excei^t,  of  course,  the  losses  that  m.ay  exist  at  the  time  of  disso- 
lution. 
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Further  Legal  Effects 

373.     As  a  result  of  the  Fertile  Dairy  decisions,   it  appears  that  capi- 
tal stock  or  other  capital  shares  may  not  have  any  r ight  to  participate 
in  an  exempt  association's  operating  savings,  upon  or  "before  dissolu- 
tionj  "beyond  declared  or  cumulsLtive  capital  dividends.     Some  associations 
mi.f^ht  encounter  difficulty  in  legally  accomplishing  that  result  if  the 
present  shareholders  have  rights  under  specific  provisions  in  the  capital 
certificates,  the  bylav/s,  and  possibly  in  som.e  01  the  State  statutes. 

37^t-«  Certain  types  of  capital  stock  are  issued  with  a  preference  in 
the  distribution  of  residual  assets  upon  dissolution*  Such  a  preference 
may  include  a  claim  upon  assets  in  excess  of  the  par  value-  of  the  pre- 
ferred shares,  plus  -accrued  dividends.  ~  Apparently  under  the  Fertile  • 
Dairy  decisions  it  is  necessary  for  cooperatives  to  nullify  any  such 
gainful  participation  in  axiy  savings  that  originate  from  direct  trans- 
actions v.'ith  patrons. 

375*     This  probably  could  be  accomplished  by  declaring  the  allocated 
operating  savings  or  reserves  as 'specific  capital  equities  or  even  as 
payables  v:ithout  due  date.     It  could  be  stated  that  such  equities  or 
payables  in  the  event  of  disso7-ution  rank  after  general  creditors  and 
after  payment  in  par  of  the  preferred  shares,  but  are  subject  to  auto- 
matic reduction  by  interim  operating  losses.     (See  pars.  51O-512.  See 
also  pars.  636-637';   and  for  capital  gains  see  pars.  JiSO~^SS') 

"Written  Instruments 

376.     The  Fertile  Dairy  decisions  do  not  obligate  an  exempt  association 
to  issue  certificates  or  other  written  instruments  to  evidence  the  allo- 
cated equities  in  the  reserve.     Apparently  such  issuance  would  not  have 
any  particular  effect  on  the  ch-racter  or  rank  of  tho  reserve.  Never- 
theless, in  other  phases  of  Federal  taxation  as,   for  example ,   in  connec- 
tion with  the  method  of  calculating  equity  capital  increases  for 
determining  excess-profits  taxes,  the  .Treasury  Departm.ent  differentiates 
between  equity  capital  and  borrowed  capital  partly  as  to  whether  or  not 
it  is  represented  by  an  instrument  in  writing.     On  the  other  handj  sec- 
tion 19.22  (a)-17  of  the  Bureau's  Regulations  IO3  specifically  states 
that  contributions  to  capital  by  shareholders  are  not  considered  taxa- 
bl'j  income  even  though  such  contributions  may  not  be  evidenced  by  the 
issuance  of  certificated  shares.     (See  also  pars.  299  end  ^22-523.) 

Retroactive  and  Future  Applic^'^tion 

377«     The  question  arises  whether  the  Fertile  Dairy  decisions  will  be 
considered  by  the  Bureau  as  applicable  only  to  capital  reserves  arising 
after  April  26,  19^1,  the  d?te  of  the  affirming  decision,  or  to  all 
existing  capital  reserves.     Since  the  past  and  present  regulations  of 
the  Bureau  give  the  impression  that  reserved  savings  need  not  be  allo- 
cated to  each  patron,  it  is  likely  the  Commissioner  of  Internal  Revenue 
will  not  be  inclined  to  insist  upon  a  retroactive  allocation. 
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378.  Nevertheless,  since  the  Fertile  Dairy  decisions  themselves  were 
applicable  directly  to  the  Association's  current  re  serves,  it  appears 
that  the  safest  course  for  cooperatives  to  pursue  is  to  imnediately; 

A,    Make  the  necessary  ch^^.nges  in  the  associ?;tion' s  legal  p?ipers  (if 
not  already  cdequate)  so  as  to  idve  the  reservcholders  a  "alid 
interest  in  their  shares,   subject  only  to  reduction  by  future 
operating  losses. 

If  this  procedure  cannot  legally  be  applied  to  the  existing 
reserves,  then  at  least  it  should  be  followed  for  any  future  addi- 
tions.    If  voting  majorities  or  other  reasons  make  the  latter 
course  impractical,  the  association  is  believed  to  be  on  unsafe 
ground.     It  is  still  possible,  hov/ever,  that  its  right  to  exemp- 
tion may  not  be  disturbed  by  the  Bureau,  especially  if  the  follow- 
ing procedure  is  carefully  and  conscientiously  carried  out. 

3.     Allocate  the  present  capital  reserves  by  year  of  origin  on  a 
patronage  basis  to  all  patrons  of  those  years,  doing  likev.-ise 
for  all  future  additions  to  such  reserves.     (The  term  "capital 
reserve"  is  intended  to  exclude  all  reserves  which  are  created  by 
charging  expenses,   such  as  reserves  for  depreciation,  bad  debts, 
etc.    Reserves  of  that  nature  do  not  require  allocation.) 

Where  associations  are  unable  to  make  retroactive  allocations, 
because  of  the  loss  of  records  or  through  other  unavoidable  rea- 
sons, it  seems  quite  desirable  that  the  unallocated  reserves  be 
kept  entirely  separate  from  future  allocated  accumulations  and  be 
used  first  to  absorb  any  future  operating  losses. 

379.  While  apparently  the  Courts  were  concerned  primarily  with  the 
protection  of  nonmembers'   equities,  it  is  . clear  that  the  principle 
involved  in  their  decisions  applies  as  well  to  members  and  to  former 
members.     In  all  likelihood,  therefore,  the' Bureau  will  require  that 
resenred  operating  savings  be  allocated  by  exempt  associations  which 
deal  only  with  members.     (See  pars.  h-bS-H-JZ.) 

Extraneous  Income,  Capital  Gains,  etc. 

380.  As  mentioned  in  paragraphs  228  and  235,  it  is  felt  that  the 
exemption  statute  requires  eo^uality  for  all  patrons,  whether  members  or 
nonmembers,   only  so  far  as  di rect  transactions  with  them  are  concerned 

in  the  main  operating  functions.     This  view  apparently  is  supported  in  the 
follovdng  language  taken  from  the  Court's  decision  of  April  2b,  19^1, 
in  the  Fertile  Dairy  case  (see  pars.  36^  et  seq.) 

"If  part  of  the  proceeds  of  nonmembers'  products  is  to  be  used  to 
create  or  mrdiatain  a  surplus  v.dthout  allowing  them  a  proportion- 
ate distributive  interest  in  the  permanent  value  contributed  by  such 

surplus  accumulations  it  must  be  held  that  the  association  to 

that  extent  is  being  operated  for  profit  to  its  mie.mbers,  as  against 
nonmember  patrons,  and  that  it  is  not  exempt  from  taxation." 
[Underscoring  added.] 


Pars.  373-330 


-  33  - 


331.     It  appears  from  the  foregoing:  that  the  Court's  main  concern  was 
to  protect  the  interests  of  nonner.hers  in  any  "surplus"  (or  reser';'es) 
which  arose  from  "the  proceeds  of  nonmerabers '  products."     It  is  felt 
this  leaves  open  the  possibility  of  eliminating  nonmembers  from  the  allo- 
cation or  distribution  of  extraneous  income  or  gains,  or  of  reserves 
arising  therefrom.     Such  a  course,  it  is  believed,  v/ould  not  violate  the 
exemption  requirement  for  ecual  treatment. 

382.     The  term  "extraneous  income,"  as  here  used,  is  defined  and  dis- 
cussed in  paragraphs  lUl-lUg.  i^eneral,   it  includes  any  income  or 
gain  arising  from  sources  other  than  patronage  transactions  in  marketing, 
purchasing,  or  related  functions.     In  this  sense,  for  example,  the  pro- 
ceeds of  an  insurance  policy  which  had  been  maintained  by  an  association 
on  the  life  of  its  manager,   are  classed  as  a  nonoperating  or  extraneous 
gain.    The  amount  of  prpmium  paid  by  the  association  throughont  the 
policy  term  probably  should  be  separated  from  the  proceeds  and  credited 
to  current  operations.     It  also  could  be  allocated  or  refunded  to  the 
past  patrons  v/ho  actually  contributed  to  the  expense. 

333*     wTaere  the  described  types  of  gain  are  relatively  small  in 
amount,  the  practical  procedure  is  to  absorb  them  into  the  current 
pool?  of  an  association  operating  on  a  pooling  basis.     Other  associa- 
tions ccild  combine  such  income  with  the  year's  operating  savings  for 
distribution  to  all  ordinary  patrons  on  a  patronage  basis,  ignoring  the 
actual  source  (payers)  of  such  income.     (See  par.  1^2.) 

38'T.     On  the  other  hand,  if  the^amount  of  nonoperating  or  extraneous 
income  is  significantly  large,  ij;  probably  is  desirable  to  distribute 
or  allocate  it  in  a  manner  le,;:ally  compatible  with  the  procedure  which 
would  be  followed  if  the  association  were  then  about  to  dissolve.  At 
common  law,  unless  an  association's  legal  papers  or  the  State  law  stip- 
ulates otherwise,  all  assets,   after  payment  of  creditors,  are  distrib- 
utable upon  dissolution  to  the  then  existing  members  in  proportion  to 
their  membership  rights  or  shareholdings. 

335.  As  a  result  of  the  Fertile  Dairy  decisions,  the  manner  of  dis- 
tribution described  in  the  preceding  paragraph  apparently  is  not  now 
permitted  for  a.  tax-exempt  cooperative,  as  already  explained,  so  far 
as  reserves  that  arise  from  operating  savings  are  concerned.  (See 
pars.  363  et  sea.)     It  is  believed  that  those  decisions  do  not  inhibit 
an  exempt  farmers'  cooperative  association  from  distributing  nonopera- 
ting gains  in  any  manner  authorized  by  its  legal  structure.     This  would 
include  distribution  to  members  only,  as  above  described;  to  member  and 
noamember  patrons  of  a  particular  year;  to  member  and  nonmember  share- 
holders; or  to  such  shareholders  combined  with  the  holders  of  patronage 
credits,  etc. 

336.  These  generalizations  must  be  modified  to  fit  specific  situa- 
tions.    For  instance,  the  described  income,  if  declared  as  a  distribu- 
tion to  members  or  shareholders,  is  undoubtedly  a  dividend  on  capital. 
Hence,  exemption  eligibility  would  be  destroyed  in  a  particular  year 
if  such  distribution  exceeds  an  3  percent  rate  or  the  State  legal 
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interest  rate,  whichever  is  greater.     (See  rate  discussion  in  pars. 
531.)    The  Bureeu  ni^ht  peimit  the  crediting  of  the  extraneous  gain  to 
a  speci^^l  reserve  account  such  as  "shareholders'  reserve,"  "capital- 
holders'  reserve,"  or  "stockiaoldsrs '  reserve,"  as  the  case  may  be.  This 
would  be  somewhat  like  the  capital  surplus  of  ?  commercial-  corporation. 
The  reserve  then  could  be  declared  and  distributed  ?s  a  dividend  in 
yearly  aiaounts  vhich  do  not  exceed  the  permitted  annual  rate.     It,  of 
course,  might  be  desirable  to  hold  the  reserve  intact  for  tne  absorption 
of  possible  future  extraneous  or  capital  losses.     (See  pars.  51^-512 
regarding  extraneous  gains  on  dissolution.) 

337*    Vrnen  an  operating  loss  occurs  in  a  particular  year  during  which 
fin  extraneous  or  capital  gain  is  realized,  'it  seems  practical  to  use 
part  or  ell  of  the  latter  gain  to  reduce  or  absorb  the  loss.  Where 
adeq.u?to  reserves  exist,  the  operating  loss  normrnlly  would  be  charged 
against  them,  thus  permitting  a  full  allocation  or  distribution  of  the 
extr^'aieous  income.     The  permissibility  of  such  procedures  depends,  of 
course,  upon  the  association's  bylav7  or  other  legpl  foundation. 

333.     If  depreciable  property  is  sold  at  a  gain  and  such  gain  is  con- 
siderable,  it  m.ight  be  desirable  to  determine  whether  a  part     or  all 
thereof  is  the  result  of  excessive., depreciation.    The  amount  of  esti- 
mated ovcrdepreciation  represented  in  the  selling  gain  m.ay  be  thought 
to  belong  to  the  present  and  post  patrons  from  whose  proceeds  the 
excess  depreciation  was  deducted.     In  most  cases,  it  probably  is  not 
feasible  to  ascertain  the  amount  so  derived  from  each  individual  patron. 

389*     As  a  compromise  solution,  therefore,  it  seems  logical  to  divide 
the  amount  of  gain  which  is  attributable  to  overdepreciation  among  all 
those  having  patronage  savings  credits  at  the  close  of  the  fiscal  year 
in  which  the  gain  occurred.     The  amount  of  gain  not  a.ttributable  to 
overdepreciation  may  be  allocated  or  distributed  to  the  holders  of  capi- 
tal shares  as  mentioned  in  paragraphs  ^iZ^-^jS^. 

Extraneous  Losses  or  Charges 

390*     For  tne  purpose  of  this  discussion,   an  "extraneous  charge  or 
loss"  is  defined  as  one  sustained  through  the  sale  or  other  disposal  of 
any  asset,  not  including,  of  course,  operating  inventories.     It  also 
includes  any  regular  or  extraordinary  charge  or  loss  that  does  not  arise 
from  patronage  transactions  in  the  marketing,  purchasing  or  related 
operating  functions. 

331.     Su-*.h  a  loss,   it  is  believed,  ma^'  be  accounted  for  and  allocated 
b5'  an  exempt  cooperative  in  a  manner  som^ewhat  counterpart  to  that 
described  for  an  extraneous  gain.     In  the  absence  of  an  express  agree- 
ment v.ith  them,  any  nonmembers  who  are  patrons  in  a  particular  year 
have  no  legal  responsibility  for  the  absorption  or  sharing  of  either  an 
operating  or  an  extraneous  loss  sustained  by  an  fissociation  in  that 
year.     However,  if  a  patronage  savings  credit  or  a  cr'edit  of  any  descrip- 
tion exists  on  the  association's  books  to  a  nonmember,  there  probably 
would  be  no  objection  on  the  part  of  the  Bureau  if  the  association  chose 
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to  charge  thereto  the  nonmember '.s  patronage  share  of  an  operating  loss. 
(See  pars.  39^  et  seq.) 

392.    On  the  other  hand,  a  nonoperating  or  extraneous  loss  theoreti- 
cally should  be  borne  eutirely  by  members.     This  would  parallel  the 
treatment  of  a  similar  gain.     It  is  believed  there  would  be  no  objection 
from  the  standpoint  of  exemption  if  an  extrajieous  loss  were  combined 
with  operations  so  as  to  reduce  the  net  savings,  if  any,  that  are  avail- 
able in  a  particular  year  for  distribution  or  a.llocation  to  both  members 
and  nonmembers  on.  a  patronage  basis.    Any  advantage  to  members  resulting 
from  such  an  accounting  is  more  than  offset  by  the  fact  that  members  of 
the  avera;re  association  must  shoulder  the  burden  of  any  net  losses, 
whether  of  operating  or  nonoperating  origin.     (See  par.  2^6 . ) 

393*     "^-^^  follov/ing  quotation  is  appropriate  here;  hoj 

"ITonmem.ber  business  is  c?jried  on  to  some  3:'tent  by  many  associa- 
tions with  the  definite  purpose  of  extending  the  cooperative  service 
as  widely  as  possible  and  at  the  same  time  as  a  means  of  encouraging 
increased  mem-bcership ,  but  so  long  as  one  deals  with  the  association 
and  does  not  actually  become  a  m.er.iber,  some  reasonable  consideration 
might  well  be  exacted  for  the  hazard  assumed  by  the  member  vhich  the 
nonme -Tiber  escapes." 

Annu-:1  Opers-ting  Losses 

39^-     Since  the  allocation  of  capital  reserves,  to  all  patrons  is  now 
a  requirement  following  the  fertile  Dairy  decisions,  it  seems  desirable 
to  comment  on  the  accounting  methods  which  hereafter  will  be  involved 
in  t-he  handling  of  njinual  operating  losses.    'As  explained  in  paragraph 
371,  the  apportionment  to  patrons  of  their  respective  equities  does  not 
essentially  change  the  nature  of  a  capital  reserve  and,  therefore,  it 
is  available  to  absorb  operating  losses. 

395*  Business  history  shov/s.that  upon  dissolution  most  associations 
are  in  unsound,  financial  condition  and  therefore  rarely  would  be  found 
to  have  any  capital  reserves.  Thus,  the  use  of  an  equitable  method  of 
allocating  the  addit ions  to  such  reserves  has  only  a  limited  value 
unless  a  parallel  method  is  followed  in  eojuitably  reducing  the  reserve 
when  and  as  losses  occur..  This  observation,  of  course,  does  not  apply 
where  no  future  losses  are  encountered.  In  tnat  case,  the  capital 
reserves  would  be  distrioutea  in  accordance  with  the  patronage  alloca- 
tions required  by  the  Pertile  Dairy  decisions. 

Specific  Methods  of  Allocating  Losses 

396.     If  consintent  with  the  provisions  of  an  association's  legal 
structure,  any  of  the  following  suggested  methods  may  be  used  for 


Evojis,  FranJK:,  and  Stokdyk,  E.  A.     The  Lav;  01  Agricultural  Cooper- 
ative Marketing.     6Us  pp.     Rochester,  Lawyers  Co-operative  Publishing 
Co.,  1937.     See  p.  255  therein. 
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handling  an  operating  loss,  and  it  is  "believed  all  of  them  are  accept- 
able for  use  "b/  a  tax-exempt  cooperative: 

A.     Apportion  tne  year's  operating  loss  to  the  individual  patrons  of 
that  year  on  a  patronage  "basis  in  the  same  manner  as  savinf«;s  are 
allocated.    The  resulting  allocated  dehits  then  are  applied 
against  any  credits  standing  in  the  nar-e  of  each  such  patron.  In 
addition  to  previous  capital  reserve  alloca-tions ,   such  credits 
may  consist  of  any  accounts  payable,   or  any  capital  equiti'-^s. 

Allocated  debits  not  so  absorbed  are  then  grouped  and  the  total 
thereof  is  redistributed  against  all  the  holders  of  reserve 
credits  in  proportion  to  their  holdings.     If  the  reserves  are  not 
sufficient  to  accomplish  this  in  full,  any  remaining  balance  of 
the  loss  then  is  carried  forward  as  a  deficit  account  to  be 
treated  as  in  method  below. 

E,     If  the  reserves  have  not  been  allocated  to  past  patrons  Ul /  an 
attempt  should  be  madte  to  do  so.     If  this  is  found  impossible, 
for  example  because  of  lost  records,  then  the  year's  loss  m.ay  be 
charged  against  the  reserve  without  allocation  to  patrons. 

As  an  alternative,  the  loss  could  be  allocated  to  the  current 
year's  pi-,trons  and  such  allocated  debits  then  could  be  carried 
forward  in  the  nature  of  contingent  receivables  in  the  expecta- 
tion of  offsetting  them  against  future  credits  earned  by  the 
patrons  concerned. 

If  such  future  credits  do  not  materialize,  the  allocated  debits 
finally  may  be  written  off  in  the  year  when  they  are  determined 
to  be  p-ctually  uncollectible.     The  resulting  charge  goes  into 
operating  expenses  and  thus  is  made  against  the  patrons  of  the 
charge-off  year,   just  as  in  the  case  of  an  ordinary  bad  debt. 

C.  Follow  method  A^  except  that  the  unabs orbed  allocated  debits  are 
carried  forward  as  contingent  receivables  and  treated  as 
described  in  method  B. 

If  finally  written  off  as  uncollectible,   the  resulting  charge 
co\ild  be  handled  as  outlined  in  method  B,'  or  by  spreading  it 
against  the  credits  of-  any  existing  reserveholders ,  in  propor- 
tion to  their  holdings. 

D.  Follow  method  A,  except  that  the  unabs  orbed  allocated  debits-  are 
grouped  in  a  deficit  account,  losing  their  allocatea  nature,  and 
are  held  for  absorption  out  of  future  savings,  on  which  alloca- 
tion is  also  eliminated  up  to  the  ainount  of  loss  absorbed. 


^1/  Allocation  of  £0.1  reserves  arising  after  April  26,  19^1^  is  now 
a  requirement;  this  also  miay  be  required  for  reserves  arising  before 
that  date.     (See  pars.  377-379  herein.) 
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'S, Mf'ke  no  pr.tronage  allocation  of  the  year's  loss  "but  Ccivry  it  for- 
ward as  a  deficit  account  until  some  logical  absorption  time,  such 
as  when  a  cash  distribution  of  savings  or  capital  reserve  credits 
is  contemplated.  Then,  "before  such  di stri'Dution,  eliminate  the 
deficit  account  "by  apportioning  it  to  all  the  existing  holders  of 
reserve  credits,  pro  rata,  to  their  holdings.  This  method  spreads 
the  loss  over  the  patrons  of  several  years. 

Other  Methods 

397*    ^0  doubt,  some  of  the  foregoing  methods  represent  a  more  equita- 
ble "ireatment  than  others-.     Opinions,  of  course,'  will  vary  as  to  just 
v/hat  constitutes  equity  in  a  matter  of  this  kind.     It  is  entirely  pos- 
siblBj   also,  that  other  and  perhaps  more  desira'ole  plans  could  be  worked 
out.    Those  suggested  are  thought  to  be  fair  and  reasonable.     It  is 
hoped  their  presentation  will  stimulate  some  discussion  on  the  subject. 

398.     If  the  association's  legal  structure  and  the  State  laws  permit, 
it  is  possible,  also,  to  charge  operating  losses  or  capital  losses 
directly  to  capital  shares.     If  the  owners  of  such  shares  hold  certifi- 
cates therefor,  the  described  charge  could  be  handled,  upon  authoriza- 
tion from  the  directors,  by  directly  transferring  the  loss  on  the 
association's  books  ^to  the  capital  share  account.     The  balance  sheet 
then  should  show  this  transfer  in  a  manner  somewhat  like  the  following: 

Capital  stock  outstanding  $20,000 

Less:     Authorized  reduction  for  loss  of  19^0  season   2, OOP 

Reduced  stated  value  of  capital-  stock  outstanding  $18 ,000 

399*  proper  authorization  exists,  a  loss  may  be  divided  between  the 

capital   shares  o.nd  the  allocated  reserve  credits  arising  from  patronage 
savings . 

UOO.     Whether  a  nonraember's  or  even  a  member's  present  share  of  savings 
credited  to  him  fts  £.  reserve  is  usable'  legally  to  absorb  his  share  of.  a 
loss  in  a  later  year  of  his  patronage,  depends  upon  the  association's 
legal  structure.    .This  is  likewise  true  as  to  the  absorption  of  a  future 
loss  in  a  year  when  he  did  not  patronize  tne  association.     In  general, 
if  an  association  has  proper  authority  to  ?et  aside  reserves  it  is 
likely  this  would  be  held  to  imply  ?n  authority  to  use,  such  reserves  in 
any  manner  chosen  by  its  directors. 

^01.    Where  patronsge  refunds  are  declared  as  a  definite  payable,  the 
patrons  so  credited  usually  have  a  legal  status  equal  in  rank  to  that  of 
other  general  creditors  and  therefore  the  pmount  of  such  refunds  ordi- 
narily cannot  be  reduced  by  the  application  of  future  losses.  This 
excepts,  of  course,  the  situation  which  may  prevtj.1  upon  dissolution  of 
an  association  where  refundholders  or  other  creditors  may  not  be  paid 
in  full  because  sufficient  assets  are  not  available. 

Impaired  Capital 

502.     Where  an  impairment  of  formal  or  stated  capital  (such  as  capital 
stock)  exists,  it  seems  possible  that  the  Bureau  would  permit  an  exempt 
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cooperative  to  suspend  the  allocation  of  savings  to  patrons  until  such 
time  as  the  impairment  is  a"bsor"bed  (eliminated).    Many  States,  appar- 
ently for  the  protection  of  creditors,  prohibit  the  declaration  and  pay- 
ment of  dividends  on  capital  stock  while  such  an  impairment  exists.  By 
analogj',  this  restriction  might  "be  held  to  apply  in  the  case  of  patron- 
age refunds.     It  seem-s  likely  that  the  mere  act  of  ?J.locatin§  a  coop- 
erative's savings,  or  their  conversion  to  capital  shares,  would  not  come 
under  this  prohibition.     (See  also  pars.  b56-657») 

Ad  justments  Applicable  to  Prior  Years 

U03 .     It  often  happens  that  c.n  item  of  inoono  or  0ixy>3r.Bo  in  fcund 
to  be  applicable  to  the  operations  of  a  previous  year.     In  commercial 
accounting  such  an  item  is  referred  to  usually  as  a  "surplus  adjustment." 
When  the  amount  concerned  is  relatively  small,  an  exempt  cooperative 
association  operating  on  a  pooling  basis  could  combine  it  with  the  cur- 
rent pools.    Nonpool  associations,  if  they  desired,  could  place  such  an 
item  in  their  current-year  operations  for  distribution  or  allocation  to 
the  patrons  of  that  year  on  a  patronage  basis. 

^OU.     When,  however,  the  described  income  or  expense  item  is  substan- 
tially large  in  amount,  it  is  desirable  generally  to  exclude  it  from 
the  operations  of  the  current  year.     In  such  an  event,  it  would  be 
entered  as  an  adjustment  so  as  to  either  increase  or  decrease  each 
patron's  allocated  share  of  the  particular  prior  year's  savings  or 
losses,  as  the  case  might,  be.. 

Business,  for  the  United  States 

H-05  •   .  Requirement  No .   2^^  calling  for  equal  treatment  among  all  patrons, 
need  not  be  follov;ed  regarding  transactions  with  agencies  of  the  Federal 
Government.     (Tor  detailed  information  on  this  subject,  refer  to  pars. 
203-226.    Refer  also  to  pars.  Ull  and  Ugg.) 
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Business  with  llonraembers  ,  . 

Must  Wot  Exceed  that  Done  with  Members  '  .  /  " 

Division  of  Business  . 

UOb .    Under  an  express  provision  in  the  exemption  statute,  the  amou.rit. 
of  "business  with  nonraembers  must  not  exceed  the  amount  done  with  members. 
For  convenient  reference,  the  statutory  provision  is  here  quoted: 

"Such 'ah  association  may  market. the  products  of  nonmembere  in  an 
."  'aitiOujat  the  value  of  which  does  not  exceed  the  value  of  the- p-roducts' 
marketed  for  members,  and  may  purchase  supplies  and  equipment '  for  non-i 
members  in  an  aiaount  the  value  of  which  does  not  exceed  the  value  of 
the  supplies  and  equipment  purchased  for  members..*" 

U07 .    The  division  of  business,  therefore,  between  members  and  non* 
members  must  be  based  on  the  dollar  amount  of  transactions,  rather  than 
on  the  unit  volume  of  product,  or  merely  on  the  number  of  patrons  in  the 
two  classifications.    This  is  different  from  the  methods  permitted  for 
the  calculation  of  patronage  refunds  (see  pars.  268-273)*  .  - 

kOS.    For  the  purpose  here  concerned  the  statute, is  construed  to  permit 
any'  of  the  following  dollar-amount  measurements  of  business  volvime,    -  . 
according  to  conversations  with  Bureau  officials: 

A.  Purchase  value  of  products  purchased  from  patrons. 

B.  Net  proceeds  value  of  products  marketed  for  patrons. 

0.    "Value  of  marketing  fees  or  comi'iiissions,  packing  or  other  service 

charges  assessed  to  patrons.  ' 
D.    Value  of  'supplies  and  equipment  purchased  for  and  turned  over  to 
■  patrons,  at  purchase  cost  to  association  or  at  price  billed  to 
patrons. 

.  •  Uote;     Savings-  may  be  allocated  on  the  basis  of  gross  margins  less', 
allocated- 'expenses  (see  pars.  269-273)  ^'^'^  business  volume  cannot 
■-■'be  so  measured  since  margins  not  only  vary  according  to  the.' time  . 
•  of  purchase  but  actually  may  be  nonexistent.  .' 

Payers-  of  Miscellaneous  Income  _  ., 

U09.    "ivhether  miscellaneous  income  and  the  payers  thereof  should  be 
included  in  the  calculation  of  member  and  nonmember  business  depends  on 
the"  character  of  the  income.     (This  is  treated  in  detail  in  pars.'  138-1^3.) 

Dual-Purpose  Cooperatives  ' 

'+10 .     Where  an  association  is' engaged  in  marketing  as  well  as  supply^ 
operations, ■  it s  business  with  nonmenbers  in  each  of  these  two  departments, 
figured  separately,  must  not  exceed  the  business  done  with  members. 
Thus,  a' marketing  organi'zation  which  operates  a  comparatively  small  side* 
line  supply  business  as  a  convenience  to  patrons,  becomes  ineligible  for 
exemption  if  the  side-line  department  alone  transacts  business  greater  in 
value  with  nonmembers  than  v.dth  members^     TSee  further  restriction  out..- 
lined  in  pars.  U76-U7S.)    This  does  not  apply  to  individual  subdepartments . 
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The  "businesi  of  eafch  auch  \znit.  however,  must  te  placed  tinder  either  the 

marketing  or  the  supply  department,  to  whichever  it  properly  relates. 

Business  for  the  United  States 

hll ,    Business  done  for  or  with  the  United  Slates  or  any  of  its  agencies 
as  described  in  paragraphs  203-226,  may  "be  placed  in  an  entirely  separate 
classification,  and  considered  as  neither  member  nor  nonmember  business 
•for  the  piarpose  of  determining  exemption  eligibility.    How  this  should 
bedtme  is  shown  in  the  following  illustration  (see  also  par.  ^-88): 

Businers 

■   .       '        ClassifieatioiiB  of  Business   .   volume  Percent 


Members  

Nonmembers  

Total  of  member  and. nonmember  business 

United  States  and  its  agencies  

Total  business  


.  $  55 » 000  55 

•  ^^5 ,  OOP 

.  $100,000  100 

•  20,000..  '  ' 
.  $120.000  • 


Interlocking  Business 

'  Ul2 ,    Some  central  associations  have  local  cooperatives  for  their 
members.    If  a  member  of  the  local  deals  directly  with  the  central,  is 
this  to  be  considered  as  membership  business  on  the  xientral '  s  records? 
No  published  rulings  have  appeared  on  this  point.     It  is  probable,  how- 
ever, that  the  Bureau  would  class  this  as  nonmember  business  despite  the 
affinity  between  the  two  cooperatives,     (See  definition  of  a  member  in 
pars.  179-18^1.) 

'41.3..    Membe.rship  in  some  local  .cooperatives  is  open  only  to  those  who 
are  members  of  an  affiliated  central  association.    Despite  this  arrange- 
ment, it  i.s  felt  that  members  , o.f  the  central  will  not  be.  considered  by 
the  Bureau  as  members  of  the  local  unless  they  have  a  voting  right  in 
the  latter 's  management.    Some  local  cooperatives  meet  this  requirement 
by  providing  an  automatic  voting  .right  within' a  particular  year  to  any 
of  their  patrons  of  that  year  who  are  members  of  the  central  association. 
If,  by  agreement  between  the  local,  association  and  the  central  associa- 
tion (or  between  any  two  cooperatives)  the  members  of  the  local  .deliver 
their  products  directly  to  the  central  association,  in  the  local's  name, 
there  seems  no  reason  why  this  sho\ild  not  be  classed  on  the  central's 
records  as  membership  business  done  with  the  local. 

^1^.  Patronage  refund  on  such  business  would  be  returned  to  the  local. 
The  latter  then  could  handle  the  refund  as  an  asset  for  distribution  or 
allocation  to  its  particular  members  from  whose  transactions  the  refund 
o?iginated.  It  is  thought  probable  that  the  Bureau  would  not  require 
such,  a  refuiid.  to  be  distributed  or  allocated  to  all  of  the  local'i  mem- 
bers" or  patrons  Including  those  who.  did  not  deal  with  the  central  asso- 
ciation and  who,  therefore,  had  no  part  in  the  origin  of  the  refund. 
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Cross-Index 

^15 . Some  definitions  and  other  data  pertinent  to  Requirement  No,  3 
may  'be  found  at  other  locations  in  this  report,  as  follows: 


Para- 

graph  Su"bject  title   ?a^e 


179  Member- defined   39 

185  Q,ualif ications  for  membership   UO 

187  Membership  admission  ,   UO 

1S9  Products  of  members  defined  .■  ,   UO 

193  Producer  defined   hi 

198  Are  cooperatives  producers?   hz 


Par.  U15 


Requirement  No.  U 

Financial  Res-e'rves  Must  Have  a  ilecessary  Purpose 
and  Must  Be  Reasonable  in  Amount 

Reserves  Defined  .      .: . . 

klb .     Section  101(12)  of  the  exemption  statute  respecting  farmers' 
coopera-tives  carries  the  following  provision:  •  • 

■"...nor  shall  exemption  be  denied  any  such  association  "because 
there  is  accumulated  and  maintained  "by  it  a  reserve  required  by  State 
law  or  a  reasonable  reserve  for  any  necessary  purpose . " 

U17.    As  therein  used,   the  term  "reserve"  is  intended  to  embrace  not 
only  all  types  of  financial  reserves,  such  as  "surplus"  or  capital 
reserves  and  operating  or  valuation  reserves,  but,  as  well,  all  tjypes 
of  "surplus,"  however  named.    On  the  other  hand,  the  term  "reserve"  does 
not  apply  to  capital  stock  or  to  other  capital  shares,  nor  does  it  refer 
to  certificates  of  indebtedness  or  other  types  of  liabilities  owing  to 
patrons  or  others. 

Improved  Terminology 

^IS . The  extreme  broadness  necessitated  in  the  foregoing  definition 
illustrates  the  need  for  improvement  and  greater  uniformity  in  the 
accounting  and  financial  terms  used  by  farmers'  cooperatives.    As  it 
stands  today,  cooperatives  for  the  most  part  are  merely  borrowing  the 
nomenclatTire  in  use  by  commercial  business  concerns.    Q,uite  often  this 
practice  obscures  the  true  nature  of  cooperative  operations. 

'iig .     Is  there  any  justification,  for  instance,  in  the  use  of  the  words 
"profit,"  "gain,"  or  even  "net  income"  by  an  association  which  is  oper- 
ating on  a  cooperative  or  mutua.1  basis?    Would  it  not  be  better  to  use 
the  terra  "patrons'  savings,"  "undistributed  pro ceeds , "  "amount  to  be 
refunded,"  "amount  to  be  reserved,"  or  some  other  appropriate  language? 
(See  also  pars.  2bl-263.) 

Why  Or- 11  it  " Surplus"? 

420.     C  ooperatives,  in  particular,  should  avoid  using  the  term  "surplus 
since  it  connotes  to  most  people  a  commercial  operation  for  profit.  A 
corporate  surplus  is  usually  thought  of  as  available  to  capital  holders, 
not  to  patrons.     Surplus  of  that  type  is  contrary  to  cooperative  princi- 
ples and  likewise  to  the  rules  of  exemption  especially  when  it  originates 
from  operating  savings.     (See  pars.  510-512.)     Therefore,  a  different 
term  is  desirable  for  the  wi trJiol dings  v/hich  are  permitted.  Moreover, 
since  the  exemption  statute  itself  permits  reserves  by  name,  but  makes  no 
mention  at  all  of  surplus ,  it  seems  desirable  and  wise  to  match  the  exact 
language  of  the  lawmaJcers, 

^2 / There  is  a  current  movement  among  professional  accountants  to 
abandon  the  term  "surplus"  in  the  finajicial  statements  of  commercial  cor- 
orations.     See  Report  of  the  Subcommittee  on  Surplus  of  the  Committee  on 
ccounting  Procedure,  American  Institute  of  Accountants.    Journal  of 
Accountancy,  May  19^2.     See  p.  ^51  therein. 
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^21.    A  true  capital  reserve  is  not  actually  the  sane  thing  as.  a  cor- 
porate surplus.    Cooperatives  "by  their  very  nature  should  have  no  valid 
surplus,  but,  on  the  other  hand,  may  have  reserves  for  general  or  specific 
purposes.    The  aiaount  needed  for  particular  purposes  nay  "be  either  actual 
or  estimated.    Aside  from  any  requirement  for  tajc  exe.-nption,  it  appears 
to  "be  a  sound  cooperative  principle  that  no  amount  should  "be  withheld 
from  distribution  to  patrons  without  some  reasonable  justification  for 
its  v/ithholding.     (in  past  years  many  farmers'  cooperatives  were 
"afflicted"  with  quite  a  different  problem,  namely,  the  lack  of  adequate 
reserves  or  other  capitalization!     Some,  unfortunately,  still  are.) 

^22.    Furthermore,  such  withholdings  should  have  some  logical  calcula- 
tion a.s  a  basis.    When  savings  are  so  reserved  and  are  then  allocated  to 
each  patron,  on  a  patronage  basis,  as  outlined  previously,  they  lose  all 
semblance  of  a  surplus  and  become  instead  virtual,  if  not  actual,  capital 
equities.     (See  pars.  37I,  ^+50,  and  '+5I.) 

Wh^  t  Lre  Kecfcssary  Reserves? 

^23.    On  page  23*3  of  the  Burea.u's  Regulations  103  the  following  comment 
appears: 

"...or  the  accumulation  and  ma.intentuice  of  a  reasonable  reserve  or 
surplus  for  any  necessary  purppse,  such  as  to  provide  for  the  erection 
of  buildings  and  facilities  required  in  business  or  for  the  jjurchase 
'and  installment-  of  machinery  and  equipment  or  to  retire  indebtedness 
incurred  for  such  piarposes,  v;ill  not  destroy  the  exemption." 

k?k.  Mimeograph  33Sb  (C.B.  X-2,  l6S)  of  July  9,  I93I,  issued  by  the 
Acting  Commissioner  of  Internal  Revenue,  has  the  following  to  say  con- 
cerning reserves: 

"The  phrase,   'reasonable  reserve  for  any  necessary  purpose , '  has 
been  construed  to  include  reserves  accumulated  or  maintained  to  meet 
cp.pital  expenditures  of  associations.    Where  such  an  association  has 
investments  in  btiilding,  machinery  and  other  property  which,  d^ue  to 
depreciation  through  use  in  the  operations  of  the  association,  even- 
tually reach  a  point  where  their  usefulness  is  exhausted,  such  depre- 
ciation in  a  given  year  is  properly  chargeable  against  the  patrons  of 
the  association  as  a  p^-rt  of  the   'necessary  ma.rketing  expenses'- of  that 
year,  and  a  reserve  for  the  replacement  of  such  property  set  up  ratably 
over  the  period  of  the  \xsuful  life  of  the  property  will  be  recognized 
as  a  necessary  purpose  within  the  meaning  of  the  statute  and  the 
Departmental  regulations." 

U25.     It  is  assumed  that  the  latter  part  of  the  foregoing  quotation 
refers  to  an  ordinary  depreciation  reserve  related  to  physical  property, 
although  such  a  reserve  oechnically  may  not  actually  function,  as  the 
reguH-ptlons  state,   "for  the  replacement  of  such  property."    A  depreciation 
reserve  measures  the  di:r.inution  in  the  book  value  of  an  asset,  but  does 
not  a.lways  or  necessarily  provide  funds  or  other  assets  for  the  replace- 
ment of  property.     (See  comment  on  depreciation  rates  in  par.  ^-39^..) 
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Other  Essential  Reserves 

42b ,    The  reserves  des'cri'bed  in  prragraphs  423-^25  are  the  only  ones 
mentioned  in  official  publications.    A  number  of  other  types  of  reserves 
nevertheless  are  believed  to  cone  well  within  the  necessary  class  as, 
for  example,  a  reserve  (better  called  an  allowance)  for  uncollectible 
receivables,  a  reserve  for  possible  loss  frora  a  pending  lawsuit  or  other 
specifically  known  contingency,  a  reserve  for  educational  expenditures 
whose  function  is  uainly  to  eq_ualize-  educational  expense  by  year's,  a 
reserve  for  a  cash  bond  which  the  association  may  be  required  to  post 
with  governmental  bodies  as  a  requisite  for  th§  conduct  of  its  operations, 
and  other  reserves  for  specific  and  essential  purposes,  including  a  rea-  • 
sonable . general  reserve  to  provide  for  possible  future  loss  years  and  a 
reserve  for  working  capital  or  for  the  financing  or  capitalizing  of  any 
necessary  assents.     (See  di'scussion  of  reserve  types  in  pars.  636-637*) 

U27.     The  entering  of  estimated  accruals  of  expenses  is,  of  coxirse,  a 
permitted  accounting  procedure.    While  some  accountants  class  these  as 
operating  reserves,  they  are  not  so  considered  in  this  report.    At  any 
rate,  their  natijre  puts  them  in  the  "necessary"  class. 

Special  Reserves  '     .  ■ 

428.    Per  an  association  which  carries  substantial  quantities  of  ovmed 
inventory,  especially  where  the  products  are  being  aged  or  the  turnover 
is  slow  for  other  reasons,  a  reserve  for  post-war  decline  in  inventory 
values  is  likely  to  be  considered  by  the  Bureau  as  of  a  necessary  char- 
acter.   The  calculation,  'accvunulation,  and  other  handling  of  such  a 
reserve  is  a  rather  involved  subject  which  v/ill  be  covered  in  forthcoming 
publications,  along  with  optional  methods  of  pricing  inventories. 

^29.     It  is  uncertain  whether  a' reserve  for  fire  loss  or  for  self- 
insurance  would  be  considered  by  the  Bureau  as  of  a  necessary  character. 
Such  reserves  may  not  be  used  by  nonexempt  corporations  in  computing 
taxable  income  on  the  theory  that  the  contingency  is  too  remote.  Never- 
theless, premiums  paid  for ^f ire  insurance  policies  are  ordinarily  con- 
sidered a  legitimate,  deductible,  business  expense  for  taxable  corporations. 

Reserves  Required  by  Law 

^30.    Many  of  the  State  laws,  particularly  the  cooperative  acts,  require 
farmers'  associations  to  set  aside  annually  a  certain  percentage  of  their 
net  savings  into  a  reserve  until  the  latter  reaches  a  specified  amount, 
usually  a  fixed  proportion  of  formal  capital.    As  outlined  in  paragraph 
U16,  such  a  reserve  is  expressly  permitted  by  the  sta.tute.    Although  not 
restricted  in  amount,  it  must  be  allocated  annually  to  all  patrons  in 
proportion  to  patronage,  as  ejcplained  in  paragraph  37SB. 

1^31.    The  Bureau's  Mimeograph  3886  (C.B.  X-2,  168)  of  July  Q,  I93I, 
makes  the  following  comment  on  State  reserves: 

"...it  must  be  a  reserve  required  by  a  State  law;  a  reserve 
permitted  but  not  required  does  not  meet  this  test  of  exemption." 
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^32.    It  is  possible,  of  course,  that  a  reserve  merely  permitted  "by 
State  law  may  have  a  necessary  purpose  corrrpatible  with  the  exemption 
requirements,  despite  the  fact  that  it  is  not  actually  r.^jquired  by  the 
State  statute . 

^33*    A  reserve  for  educational  expendi txires  (sometimes  called  ar; 
"educational  fund  reserve")>  as  mentioned  or  authorized  in  some  of  the 
State  cooperative  acts,  is  usually  set  up  "by  a  charge  to  educational 
expense.    It  therefore  represents  an  operating  reserve  designed  merely 
to  equalize  such  expense  over  the  yearly  accounting  periods.     This  and 
other  t;ypes  of  operating  reserves  need  not  he  allocated  to  individual 
patrons  (see  par,  378B')'. 

^3^«     It  should  "be  emphasized,  however,   that  an  educational  reserve 
must  he  confined  strictly  to  its  primary  function  and  not  he'  made  a 
"dumping  ground",  for  miscellaneous  charges  and  credits.     In  particular, 
it  should  not  he  permitted  to  constantly  accumulate  and  increase  in 
amount.    Hather,  the  amount- actually  set  up  therein  at  the  end  of  a  par- 
ticular fiscal  year  should  he  disbursed  shortly  thereafter,  certainly 
within  a  year's  time. 

^35*     If  such  a  reserve  is  constantly  increasing,  it  may  become  in 
effect  a  capital  reserve  subject  to  other  requirements,  including  the 
necessity  for  apportioning  it  among  patrons.    Should  the  Bureau  deem  it 
a  capital  reserve,  its  amount  then  would  have  to  be  kept  within  reason- 
able limits  as  outlined  in  paragraphs  U38-U5I, 

Amount  of  Reserves 

436 .     The  exemption  statute  permits  "a  reasonable  reserve  for  any 
necessary  purpose."    The.  word  "reasonable"  has  been  construed  as  appli- 
cable to  the  amount  of  such  a  reserve.    Neither  the  statute  nor  the 
Piireau's  Regulations  define  a  reasonable  amount.     It  has  been  the  Com- 
missioner's practice,  as  administrator  of  the  law,  to  make  such 
determinations  only  in  individual  cases. 

U37.    He  has  not  attempted  in  any  written  decisions  to  lay  down  general 
rules  on  the  point.    Generalities  are  of  limited  use  where  the  factors 
concerned  and  their  interrelations  are  so  variable.    The  composition, 
amount,  and  functional  character  of  each  asset  and  each  liability  are 
some  of  the  factors  that  must  be  carefully  analyzed  in  each  individual 
Case. 

What  Is  p.  Reasonable  Amount? 

^38 •     In-  times  of  high  prices,  like  the  present,  reserves  in  the  average 
case  should  be  augmented.    More  funds  are  needed  to  finance  inventories, 
accounts  receivable  and  other  current  assets.    When  losses  from  bad  debts 
occur,  they  will  be  comparatively  greater.     If  and  when  prices  recede, 
losses  on  owned  inventories  may  be  much  greater  than  when  low  prices 
prevail . 

^39*    -A-s  indicated,  the  Commissioner  of  Internal  Revenue  is  free  to 
exercise  his  judgment  in  specific  circumstances.    Generally,  it  is  felt 
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he  probably  will  be  guided  by  considerations  so-Tiewhat  like  the  following 
in  his  appraisf?!  of  whether  a  particular  reserve  is  excessive  in  aniount: 

A.  Depreciation  reserves  should  be  accuniulatcd  at  reasonable  annual 
rates  paralleling  those  permitted  b^.^  the  Bureau,  in  the  case  of 
taxable  entities.    Jor  suggested  rates  applicable  to  various 
types  of  property,  reference  should  be  made  to  the  Bureau's 
Bxilletin  "r". 

farmers'  associations  which  have  flpgrmtly  overdeprecieted  their 
fixed  assets  lay  themselves  open  to  possible  loss  of  exemption 
eligibility,  perhaps  even  retroactively  for  any  years  when  . 
depreciation  charges  were  excessive. 

The  practice  is  certainly  indefensible  from  the  viewpoint  of  fair- 
ness and  equity  for  it  unduly  favors  the  patrons  of  the  future  to 
the  detriment  of  those  v/ho  preceded.    A  similar  injustice  exists 
where  an  association  underdepreciates  its  assets  or  pursues  an 
inconsistent  or  irregular  policy  by  which  assets  are  depreciated 
in  vadely  fluctuating  amounts  between  years,  influenced  sometimes 
merely  by  what  the  net  savings  happen  to  be,  or  by  other  equally 
unsound  reasons.  ■ 

B.  Reserves  (allowances)  for  uncollectible  receivables  shoiold  be  set 
aside  on  a  basis  consistent  with  the  past  record  of  actual  losses, 
or  with  an  estimate  of  losses  derived  from  an  actual  analysis  and 
inspection  of  each  receivable. 

C.  Capital  reserves  required  by  State  law  are  not  limited  in  amount 
at  all,  as  previously  mentioned.    However,  they  must  be  combined 
with  all  other  capital  reserves  in  determining  the  allov/able  amount 
of  the  latter,  as  will  be  explained  later, 

D.  Other  capital  reserves  for  definite  purposes,  of  known  or  estimated 
amount,  should  be  supported  by  proper  calculations  and  other  evi- 
dence of  their  necessity  and. amount.     The  burden  of  proving  the 
needed  amount  is  entirely  on  the  association.     (See  pars.  ^^2-4^5 
for  a  discussion  of  reserves  for  operating  losses.)    Reserves  for 
future  expansion  of  plant,  for  example,  could  be  supported  by 
specifications  and  cost  estimates  prepared  by  an  association's 
manager . 

One  Method  of  Determination 

55oT     To  determine  whether  capital  reserves  are  excessive,   their  rela- 
tion to  liabilities,  to  other  forms  of  capital,  and  to  essential  and  non- 
essential assets  must  be  considered.     Thus,  one  method  of  determination 
is  as  follows;  ... 

A.     Set  down  the  net  book  value  of  all  assets, 

3.     Deduct  therefrom  the  book  value  of  nonoperating  or  nonessential 
investments  or  other  assets.     This  refers  to  items  which  are  not 
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vital  for  the  conduct  of  the  association's  normal  functions. 
Fnethcr  such  assets  are  capable  of  ready  conversion  to  cash  is  a 
matter  which  might  be  taken  into  consideration  by  the  Sureau. 

It  is  possible  that  receivables  due  from  patrons  who  also  have  an 
allocated  interest  in  the  reserves  might  be  cl.assed  as. a  nonessen- 
tial asset.     This  follov;s  the  theory  that  such  patrons  virtually 
enjoy  the  benefit  of  a  cash  distribution  of  t he  reserve  without 
having  an  attendant  liability 'to  pay  personal  income  taxes  thereon, 
(See  ftirther  reference  to  this  point  in  par,  ^9.) 

C.  Deduct,  also,  the  amount  of  excessive  net  working  capital.  This 
is  done  by  subtracting  the  estimated  ano-ont  of  net  working  capital 
needed  for  normal  requirements  from  the  present  net. working  capi- 
tal.    This  assumes  that  the  current  assets  are  liquid  enough  to 
provide  for  the  proper  retirement  of  current  liabilities, 

D.  To  the  resulting  subtotal,  add  the  full  amount  ol  noncurrent  (i.e., 
fixed)  liabilities,  plus  an  allowance  to  cover  any  reserves  needed 
for  justified  purposes  of  definite  or  estimated  amount,  whether  or 
not  such  reserves  actually  are  entered  as  such  on  the  books.    This  ■ 
includes  reserves  for  future  possible  annual  losses  (see  pars.  Ui4-2- 
^^5)  and  for  other  specific  contingencies.     It  does  not  embrace 

the  type  of  reserves  which  merely  finance  essential  assets,  ordi- 
narily termed  "general  purpose  reserves."     These  are  considered  . 
indirectly,  hov/evcr ,  by  the  method  of  calcialation  here  used,  as 
will  be  seen  later, 

E.  The  total  at  this  point  may  be  termed  the  "justified  amount  of  net 
worth." 

P.    Determine  the  association's  actual  book  net  v/orth  by  adding  formal 
capital  and  reserves  (or  "surplus"),  or  by  deducting  all  liabili- 
ties (not  including  capital  shares  and  equities)  from  total  assets, 

G.     Compare  the  justified  amount  of  net  worth  with  the  actual  book  net 
worth.    The  amount  by  which  the  latter  exceeds  the. former  is  the 
excessive  net  worth.     It  is  also  the  amount  of  excessive  resefve 
unless  the  book  reserves  happen  to  be  smaller  than  the  indicated 
excess.     In  the  latter  event,  the  total  amount  of  the  book  reserves 
is  excessive. 
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^^■1 .  The  foregoing  pro.ccdure  is  illustrated  "by  a  hypothetical  "balance 
sheet  and  calculation,  as  follov/s: 

Br!lar!.ce  Sheet 


Assets 


Lia'bilities 


Cash  $30,000    Current  lia'bilities, 

.Other  current  assets   6,000    lixed  liabilities.., 


Total  current  assets  $36,000    Total  lia'bilities  , 

llet  Worth 


llonoperating  or  non- 
essential assets,  such  as 
certain  investments,  etc.  $2^4-, 000 


Fixed  assets  (net  "book 

value) .   10.000 


Capital  stock  , 

Reserves : 

Required  "by  State... 

lor  pending  lawsuit., 

Tor  estina.ted  future 
operating  losses.. 

General  purposes...., 


$  2,000 
9.000 

$11,000 


$10,000 

5,000 
9,000 

5,000 
30,000 


Total  net  worth  $59,000 


Total  assets  $70,000 


Total  lia'bilities  and 
net  worth  


$70,000 


Calculation  of  Excessive  Reserve 


Total  assets   $70,000 

Deduct: 

Nonoptrating  or  nonessential  investments  ,  $2U-,000 

Excess  net  working  capital:  ■'' 

Current  assets   $36,000 

Current  lia'bilities   2,000 

Difference  -  net  working  capital   $3^+7000 

"Versus  estimated  amount  needed  for 

normal  requirements   12,000 

Excess   22.000      U6 , 000 

Subtotal   $2^,000 

Add  allowances  for  necessary  specific  purposes: 

Retirement  of  fixed  lia'bilities   $9,000 

Reserve  for  pending  lawsuit   9*000 

Reserve  for  estimated  future  opera  ting  losses   5  »000.      23 » OOQ 

Total  "justified  net  worth"   $^7,000 

"Versus  actual  'book  net  worth   59 1 0OP 

Amount  of  excessive  reserve   ^12,000 


Note;     If,  for  example,   the  association  expected  to  expand  its  plant  in 
the  future,  which  is  estimated  to  cost  $12,000  or  more,  then  the  fore- 
going calculation,  when  revised,  would  not  indicate  an  excessive  reserve. 


Par.  U^l 


-  qo  - 

Reserve  for  Operating  Losses 

hk2.     The  past  record  of  loss  years  is  perhaps  as  good  a  "basis  as  any 
for  the  estimated  amount  of  reserve  needed  to  provide  for  future  losses. 
However,  as  "brought  out  in  the  foregoing  calculation,  the  allowable  amount 
of  any  reserve  is  determinable  partly  according  to  the  amount  of  other 
capital.    If  the  association  has  no  past  loss  record  it  still  may  be  able 
to  reasonably  Justify  a  provision  for  meeting  losses  in  one  or  more  future 
years  by  reason  of  crop  failures,  unusual  market  conditions,  etc.  Just 
what  limit  would  be  placed  on  the  number  of  years  to  be  provided  for,  is 
uncertain. 

443.     One  ruling  on  the  subject,  published  by  the  Solicitor  of  Internal 
Revenue  in  I92U,  known  as  S.M.  2286  (O.B.  III-2)  ,  reads  in  part  as  follows: 

"The  selling  organization  of  the  exchange  is  necessarily  very  large, 
and  for-  sound  business  rea.sons  must  be  continually  maintained  through- 
out the  year,  and  even  during  years  when  the  fruit  crop  is  unusually 
small.    During  such  years  the  exchange  must  be  operated  at  a  consid- 
erable loss.    To  taJce  care  of  such  contingencies,  and  to  tide  over  the 
lean  years  resulting  frop  crop  failure  or  destruction,  the  exchange 
has  accumulated  and  maintains  a  reasonable  reserve,  as  is  expressly 
permitted  by  article  522  of  Regulations        and  Regulations  62.  [iTow 
also  permitted  by  Regulations  IO3 • ] 

"The  reserve  represents  merely  a  small  percentage  of  the  proceeds 
from  the  sale  of  fruit,  held  by  the  exchange  with  the  consent  of  the 
growets  to  meet  emergencies  that  may  arise.    Relative  to  the  reserve, 
it  should  be  noted  that  it  stands  to  the  credit  of  the  subexchanges 
and  local  associations  and  through  them  to  the  credit  of  the  individual 
grov/ers  in  the  very  proportion  in  which  fruit  is  furnished  by  them,  so 
that  such  part  of  the  reserve  as  is  not  needed  to  meet  losses  will 
ultimately  revert  to  the  growers,  to  whom  it  essentially  belongs. 

"The  total  reserve  amounts  to  considerably  less  than  the  average 
operating  expenses  for  a  single  year,  and  probably  would  be  exhausted 
within  a  year  in  case  of  a  crop  failure."     [Underscoring  and  bracketed 
wording  added. ] 

This  gives  some  support  to  one  year's  loss  as  a  measurement.  It 
even  may  be  thought  to  apply  to  the  losses  of  more  than  one  year,  for  in 
the  averr-^ge  case  the  "operating  expenses  for  a  single  year"  probably  ' 
would  amount  to  as  much  as  the  losses  for  several  years. 

Various  methods  for  allocating  the  losses  charged  to  reserves 
are  outlined  in  paragraphs  39o~^01« 

Why  Limited? 

Apparently  the  underlying  philosophy  which  impelled  Congress  to 
limit  the  amount  of  reserves  is  to  maximize  the  distribution  of  funds  to 
members  and  other  patrons,  placing  income  in  their  hands  where  it  will 
augment  the  Government's  tax  revenue.    In  short,  an  effort  to  move  exempt 
funds  into  taxable  channels. 
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^Uj.    Another  reason  originally  for  the  limitation  of  reserves  was  to 
keep  at  a  minimum  the  amovmt  of  injustice  or  inequality  to  past  patrons, 
both  members  and  nonmembers,  involved  in  the  fact  that  reserves  might  be 
distributed  upon  dissolution,  or  even  earlier,  to  the  then-existing 
members  or  stockholders.    This  is  no  longer  a  factor  as  the  application 
of  the  recent  decisions  handed  down  by  the  lederal  Courts  in  the  case  of 
the  lertile  Cooperative  Dairy  Association  prevents  this  inequity.  (See 
pars.  367-368  et  seq.) 

hhS ,    The  effective  recognition  of  each  patron's  interest  in  an  associa- 
tion's assets  has  been  in  past  years  of  some  importance  in  the  3\ireau's 
consideration  of  reserves.     This  is  illustrated  thro\igh  the  following 
quotation  taken  from  a  letter  written  in  1939  "^7  the  Oomrnissioner  to  one 
large  cooperative: 

"...as  the  property  rights  in  your  surplus  account  appear  to  be 
fixed  on  a  patronage  basis,  the  question  of  whether  more  than  a 
,  reasor^.ble  surplus  is  being  maintained  does  not  appear  to  be  suffi- 
ciently material  to  determine  the  decision  in  this  case," 

^4-49.     It  is  obvious  that  taxing  authorities  are  interested  also  in 
encouraging  regular,  periodic  distributions  of  unneeded  reserves  in  order 
to  preclude  the  situation  where  an  exempt  cooperative  may  withhold  such 
reserves  during  a  period  of  high  income  tajc  rates,  disbursing  them  to 
patrons  at  a  later  time  when  such  rates  have  declined.     Such  a  situation 
might  arise  either  intentionally  or  unintentionally  on  the  cooperative's 
part. 

Academic  Matter 

h^O. This  whole  subject  of  excessive  reserves  seems  to  be  more  academic 
than  practical,  for  very  few  cases  thereon  have  been  brought  forward 
prominently  by  the  Bureau  and  apparently  none  have  been  ruled  upon  by  the 
Board  or  by  the  courts.     In  every  case  where  reserves  were  questioned  by 
the  Bureau  they  were  definitely  and  obviously  excessive  by  any  standards, 
without  any  need  for  the  use  of  a  meas-uring  formula  such  as  is  outlined 
in  paragraphs  ^UO-^Ul. 

^51*  The  foregoing  is  not  intended  to  imply  that  cooperatives  should 
relax  on  this  matter  and  make  no  effort  to  distribute  excessive  reserves. 
(See  pars.  ^21-^22.)  It  is  possible  that  the  absence  of  rulings  in  the 
past  has  resulted  from  the  fact  that  many  farm  cooperatives  have  not  been 
prosperous  enough  to  develop  excessive  reserves.  Since  a  more  success- 
ful cycle  has  been  entered,  perhaps  more  questions  v/ill  arise  about  the 
amount  of  reserves. 

Why  Have  Reserves? 

452..  A  remedial  measure  may  be  adopted  by  an  exempt  cooperative  whose 
manager  or  advisers  feel  that  the  amount  of  its  capitaJ.  reserves  places 
the  association  in  jeopardy  of  losing  its  eligibility  for  exemption.  By 
taking  proper  corporate  action,  the  portion  of  such  reserves  used  to 
finance  general  assets  and  to  provide  for  the  retirement  of  debt  or  for 
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the  futiore  expansion  of  the  "business,  may  "be  converted  into  capital  stock 
or  other  capital  rhares.    A  reasonable  amoxmt  of  reserve  may  be  left  for 
the  absorption  of  future  possible  losses, 

'+53«     The  foregoing  plan  could  be  carried  one  step  further  by  eliminat-. 
ing  all  capital  reserves.     This  howevet  produces  a  somewhat  undesirable 
situation  in  the  event  of  a  future  loss  year,  where  capital  certificates 
are  in  use.    An  association  is. then  faced  with  the  alternative  of  calling 
in  the  certificates  for  pro  rata  reduction  to  absorb  the  amount  of  the 
loss,  or  of  carrying  such  loss  forward  as  a  deficit  account  to  be  absorbed 
or  reduced  by  future  savings. 

k^k.     The  credit  standing  of  an  association  should  not  be  affected 
detrimentally  by  the  described  conversion  of  reserves,  since  lending 
institutions  or  other  creditors  ordinarily  are  interested  mainly  in  the 
adequacy  of  capitalization,  rather  than  in  its  actual  form. 

Automatic  Contributions 

U55 .     The  foregoing  refers  only  to  the  conversion  of  exis ting  capital 
reserves,    future  reserves  also  could  be  eliminated  by  a  system  of  what 
may  be  called  "automatic  contributions."    Under  that  plan,  the  bylaws 
woiild  provide  that  all  pmounts  remaining  from  business  proceeds  at  the 
close  of  each  year,  after  providing  for  the  payment  of  costs  and  expenses, 
are  to  be  credited  to  each  patron  in  proportion  to  patronage  and  each 
such  credit  is  agreed  to  be  held  by  the  association  as  a  loan  from  patrons. 
Such  loans  could  be  stated  to  mature  at  either  a  short  or  long-term  date, 
or  only  upon  dissolution.    They  might,  but  need  net,  be  evidenced  by 
certificates  of  debt,  notes,  or  other  written  instruments.  Preferably 
they  vould  carry  no  interest,  or  if  interest  is  thought  to  be  desirable, 
it  should  be  set  at  a  low  rate. 

^56.    A  vej-iation  of  that  procedure  is  possible  through  a  bylaw  pro- 
vision stating  that  the  described  anniial  overage  shall  become  a  capital 
contribution  from  each  patron  in  proportion  to  his  patronage.  Capital 
stock,  or  other  capital  equity  certificates,  might  or  might  not  be  issued 
to  each  patron  for  his  contribution. 

U-57»    Because  it  might  be  held  that  nonmembers  are  not  bound  by  an 
association's  bylaw  provisions,  it  probably  would.be  desirable  to  have  a 
separate,  written  agreement  v/ith  each  nonmember  respecting  his  contribu- 
tions.    (See  pars.  577-578.) 

U58.    Under  those  plans  an  association  technically  would  have  no 
"profits,"  "gains,"  or  net  savings,  other  than  what  might  be  represented 
in  extraneous  forms  of  income.     (See  pars.  l^+l-lUg  and  380-393')  Thus 
the  requirement  in  certain  of  the  State  laws  that  cooperatives  shall  set 
aside  annually  a  certain  fixed  percentage  of  their  net  savings  apparently 
woixLd  not  apply  to  associations  operating  under  the  automatic  contribu- 
tions plans.     (See  pars.  ^30-^35  ^^r  a  detailed  discussion  of  State- 
required  reserves.     See  also  pars.  603-60U,) 
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Benefits  of  Automatic  Contributions 

^59*  -A-^  important  factor  in  the  use  of  the  dcscrilDed  system  of  auto- 
matic contributions  lies  in  the  f^ict  that  if  a  cooperative  association 
for  any  reason  should  lose  its  tax-exempt  status  retroactively  for  one 
or  more  years,  it  then  would  "be  in  a  position  v;here  the  Pederal  income 
tax  is  assessable  only  on  the  organization's  extraneous  gains,  if  any. 
(See  pars.  600-602.) 

U60,    The  mere  allocation  to  patrons  of  their  respective  interests  in 
an  association's  reserves  does  not  change  the  essential  nature  of  the 
reserves  and,  therefore,  does  not  accomplish  the  result  brought  about  by 
an  agreement  with  patrons  for  automatic  loans  or  automatic  capital  con- 
tributions. 

Effect  Upon  Income  of  Patrons 

^ol . In  considering  the  possible  adoption  of  one  of  the  automatic 
contributions  plans,  it  should  "be  borne  in  mind  tha.t  patrons  who  are 
subject  to  income  taxation  in  all  likelihood  will  be  required  by  the 
taxing  authorities  to  report  as  taxable  income  the  amount  of  their  con- 
tributions to  the  association  for  loan  or  capital  purposes.    For-  an 
exception  to  that  conclusion,  and  for  further  information  concerning  the 
effect  on  patrons  of  their  contributions,  see  paragraphs  306-313* 

RevolTing  Capital 

462.     So  as  to  avoid  fp  voring  future  patrons  to  the  detriment  of  present 
and  past  customers,  by  forcing  the  latter  to  bear  the  entire  burden  of 
capitalizing  the  association,  a  revolving  plan  of  financing  may  be  adopted 
aa  an  equalizing  device.    By  this  means,  when  the  described  automatic 
loans  or  automatic  capital  contributions  reach  a.n  ajnovint  v/hich  exceeds 
the  association's  ca.pital  needs,   such  excess  is  reduced  by  an  eouivalent 
cash  retirement  of  the  oldest  series  of  loans  or  capital  contributions. 

■^63.     Thus,  a  continuous  rotation  of  capital  is  brought  about.  This 
is  a  truly  mutual,  cooperative  method  of  financing,  3.s  capital  is  thereby 
contributed  and  held  always  in  proportion-  to  each  patron's  use  (patronage) 
of  the  association. 

Direct  Contributions 

h^k .     Obviously,  an  association,  if  it  so  desired,  could  eliminate  or 
minimize  the  amount  of  net  overage  each  yepj:  by  operating  strictly  on  a 
cost  basis,  although  in  most  inst?.nces  it  would  be  practicaJlly  impossible, 
unless  a  pooling  plan  were  in  use,  to  so  handle  the  business  as  to  wind 
up  annually  v/ith  a  break-even  result. 

^65.    Associations  which  attempt  to  operate  in  that  manner,  or  which 
pool  the  sales  proceeds  of  products  along  with  expenses,  usually  rely 
for  their  sources  of  financing  upon  direct  contributions  from  m.embers 
and  other  patrons  in  the  form  of  either  loans  or  capital  subscriptions. 
By  direct  contributions  is  meant  payments  received  from  outsiders  or 
from  patrons  without  any  relation  to  the  savings  of  the  association. 
Such  contributions  might  or  might  not  be  linked  up  with  the  amount  of 
patronage.    Sometimes  they  are  arranged  as  an  authorized  deduction  of  a 
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certain  percentage  from  the  proceeds  of  patrons'  products  or  as  a  fixed- 
aLiount  levy  on  each  unit  of  product  handled  for  patrons. 

U66.    The  revolving-capital  system  could  he  employed  also  hy  an  asso- 
ciation which  operates  on  the  "basis  of  direct  contrihutions ,    lor  certain 
types  of  associations,  a  comhination  of  direct  contrihutions  with  auto- 
matic contributions  would  seem  to  he  a  desirable  arrangement.    The  a.uto- 
matic  feature  would  serve  to  eliminate  any  net  savings,  as  such,  from 
the  association's  operations. 
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Reqiiirement  No.  5 

Patronage  and  Equity  Records  Must  Be  Maintained 
and  Must  Be  Permanently  Preserved 


Present  Regulations 

U67.     On  paie  237  of  Income  Tax  Regulations  IO3 ,  published  in  19^0, 
appears  the  follovdng  comment: 

"In  order  to  show  its  cooperative  nature  and  to  establish  compli- 
ance with  the  requirement  of  the  Code  that  the  proceeds  of  sales,  less 
necessary  expenses,  be  turned  back  to  all  producers  on  the  basis  of 
the  products  furnished  by  them,  it  is  necessary  for  such  an  associa- 
tion to  keep  permanent  records  of  the  business  done  both  with  members 
and  nonmembers.     The  Code  does  not  require,  however,  that  the  associa- 
tion keep  ledger  accounts  with  each  producer  selling  through  the  asso- 
ciation.   Any  perma-nent  records  which  show  that  the  association  was 
operating  on  a  cooperative  basis  in  the  distribution  of  patronage 
dividends  to  all  producers  v;ill  suf-^ice.''    [Underscoring  added.] 

Forthcoming  Revigion 

Uo? .     The  foregoing  regulations  merely  call  for  the  preservation  of 
underlying  records  from  which  a  determination  of  the  business  done  with 
each  patron  could  be  made  at  some  future  timp.     These  regulations,  v^hen 
reprinted,  undoubtedly  v;ill  be  revised  to  coincide  with  the  new  require- 
ments resulting  from  the  Fertile  Dairy  decisions.     (See  pars.  3^^ .  3^8, 
369,  and  37gB.) 

Actual  Entry  now  Required 

U69 .     The  final  decision  in  that  case  was  rendered  by  the  Court  on 
April  26,  I'^Ul.     It  is  advisable  if  not  actually  necessary,  therefore, 
for  all  exempt  associations,  beginning  with  the  first  fiscal  year  ended 
after  that  date,  to  keep  an  actual  ledger  account  with  each  patron  in 
which  is  posted  the  volume  of  his  business  with  the  association.  This 
ledger  need  not  show  each  transaction  with  its  date  and  details  but  may 
be  used  merely  to  record  the  sum'-arized  total  of  such  transactions  with 
each  patron.     This  should  be  indicated  by  either  the  unit  volume  or  the 
dollar  value,  according  to  how  the  allocation  of  savings  is  to  be  made. 
(See  pars.  26U-273.) 

^70'     In  this  ledger,  also,  should  be  recorded  the  actual  amount  of 
savings  allocated  to  each  patron.    As  a  convenient  designation  it  could 
be  termed  a  patronage-equity  ledger. 

^71.     As  a  result  of  the  decision  mentioned,  it  seems  advisable  fur- 
thermore that  the  foregoing  information  be  figuired  and  entered  in  such 
a  ledger  for  each  -past  year  which  is  represented  in  any  car)ital  reserves 
existing  today.     (See  par.  3783  for  further  information  on  this  subject.) 

U72.     From  informal  conversations  with  Bureau  officials,  it  is  \inder- 
stood  that  they  have  interpreted  the  Fertile  Dairy  decisions  as  requiring 
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the  actiial  entry  of  patronage  data  pnd  savins's  shares.     Of  course,  such 
an  entry,  In  itself,  does  not  mean  that  the  allocated  savings  must  be 
paid  iTT!"*ediately  in  cssh.     The  time  of  pa^nnent  ordinarily  is  within  the 
discretion  of  the  association  up  to  the  point  where  reserved  savings  do 
not  become  excessive..    (As  to  excessive  reserves,  see  pars.  U'JtS-hU'^.) 

Cost  of  Records 

U73 .     The  expense  of  calculating  and  entering  the  patronage  and  allo- 
cation information  is  considerable  for  associations  doing  business  with 
a  large  number  of  patrons.     One  manager  recently  stated  it  would  cost 
his  organization  at  least  $U,000  annually  in  bookkeeping  salaries.  The 
new  ruling,  however,  will  cause  only  a  small  amount  of  fextra  work  to 
the  cooperative  which  has  made  patronage  refunds  regularly,  since  the 
refunding  process  embraces  most  of  the  necessary  calculations. 

Preservation  of  Records 

kjh.  As  indicated  by  the  term  -'permanent"  in  the  regulations  quoted 
in  paragrarih  it  is  believed  that  all  patronage  and  equity  records 

must  be  preserved  throughout  the  life  of  an  association.  Moreover, 
they  apparently  must  be  held,  along  with  the  general  books  and  records, 
for  a  considerable  period  after  an  association's  dissolution.     This  is 
a  definite  requirement  for  taxable  entities  as  is  outlined  in  the  fol- 
lowing quotation  from  Income  Tax  Regulations  IO3  (page  2lS  thereof) : 

"...such  permanent  books  of  account  or  records ...  shall  be  kept  at 
all  times  available  for  inspection  by  internal-revenue  officers,  and 
shall  be  retained  so  long  as  the  contents  thereof  may  become  m.aterial 
in  the  administration  of  any  internal-revenue  law." 

U75.     It  is  quite  probable  that  the  foregoing  applies  also  to  tax- 
exempt  cooT5eratives .     The  responsibility  for  so  preserving  the  records 
usually  rests  upon  the  secretary  of  the  organization. 
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Requirement  Uo.  6  .  . 

Supplies  and  Equipment  Purchased  for 
Ifonmembers  Who  Are  Not  Producers  Must  Be  Limited 


L i vA  t ed  to  1^  Percent 

'^T^    -^s  erplained  in  para^aphs  ^4-06-Ul5,  purchases  of  supr^lies  and 
equipment  made  by  a  tax-erempt  cooperative  for  patrons  vho  are  not  mem- 
bers, vfhether  producers  or  nonijroducers ,  must  not  exceed  50  percent  of 
the  total  of  such  purchases.    An  additional  limitation  is  imposed  by  the 
following  clause  appearing;  in  section  10l(l2)  of  the  exemption  statute: 

"...provided  the  value  of  the  purchases  [of  supplies  and  equipment] 
made  for  persons  who  are  neither  members  nor  producers  does  not  exceed 
15  per  centum  of  the  value  of  all  its  purchases."    [Bracketed  wording 
added.] 

U77.    The  15  percent  limit  refers  to  supplies  and  equipment  purchased 
and  turned  over  to  nonmembers  v/ho  are  not  producers.     This  limit  is  " 
included  within  the  total  nonmember  allowance  of  50  percent  (not  65  per- 
cent) .     Thus  only  a  35  percent  allowance  is  left  for  business  with  non- 
m.ember  producers,  if  the  15  percent  allowance  is  fully  used  for 
nonmembers  who  are  not  producers.     Where  the  nonr)roducer  element  is  less 
than  15  percent,  the.  unused  allowance  therefor  becomes  applicable  to  the 
business  done  'with  nonmember  producers. 

U78.     It  is  important  to  note  that  the  15  percent  rule  is  based  only 
on  the  amount  of  total  supplies  and  equipment  purchased  and  turned  over 
to  patrons,  not  on  other  types  of  transactions  such  as  marketing  activi- 
ties ,  etc .  '■  ■  ^ 

Business  Volume  Basis 

hj^ .     The  exemption  statute  does  not  use  the  word  "sales"  apparently 
on  the  theory  that  a  supply  cooperative  or  supply  department  merely  makes 
purchases  as  an  agent  for  its  patrons,  thus  delivering  merchandise  with- 
out a  bona  fide  sale  on  the  part  of  the  association. 

U?0.     The  purchase  cost  of  merchandise  to  the  association  is,  of 
course,  different  from  the  price  at  which  it  is  billed  to  patrons.  From 
conversations  with  Bureau  officials  it  is  understood  that  the  billing 
price  (which  in  cooperative  accounting  is  often  termed  "sales"  for  lack 
of  a  more  appropriate  designation)  is  permitted  as  a  basis  for  calcula* 
tion  of  the  15  percent  limit. 

^?1.     It  is  believed,  further,  that  the  purchase  cost  to  the  associa- 
tion of  each  patron's  supplies,  could  be  used  also  as  a  basis.     Very  few 
associations,  however,  keep  their  books  so  as  to  reflect  this  informa- 
tion.    (See  pars.  ?6gH  and  26SI.)     A  gross  margin  basis  cannot  be  used. 
(See  pars.  269-273  and  UOSD.) 
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UR2.    The  Bureau  has  construed  the  15  percent  fule  to  ap-oly  al<?o  to  any  ' 
income  received  by  an  asscciation  in  connection  v;ith  services  related  to 
suoply  transactions.     In  that  case,  tiie  dollar  amount  of  the  service  fees 
received  vould  be  used  as  a  basis. 

US3.    A  greater  variety  of  bases  is  permitted  for  the  allocation  of  net 
savings,  which  is  explained  at  lengtn  in  paragraphs  26U-273' 

Payers  of  Extraneous  Income 

UrU.     Extraneous  income  not  related  to  the  supply  department,  and  the 
payers  of  such  income,  need  not  be  considered  in  calculating  the  15  per- 
cent restriction.    For  a  description  of  the  type  of  income  so  excepted, 
refer  to  paragraohs  13^-l^S  and  3^0-393'     All  types  of  services,  however, 
that  are  not  related  to  marketing  must  be  placed  in  the  supply  department 
for'  consideration  in  the  15  percent  bracket. 

Nonfarmer  -Menibers 

^^■85 .     The  15  percent  rule  does  not  apply  to  members  (those  with  a  vot- 
ing right)  who  happen  to  be  nonproducers .     However,  the  proportion  of 
nonproducers  who  are  voting  m.embers  is  very  strictly  controlled  and 
limited  by  the  terms  of  Requirement  No.  7  (see  pars.  ^90-503)- 

Transient  Trade . 

^86 .  ~3xempt  associations,  particularly  oil  coopera.tives ,  dealing  with 
city  or  town  residents  and  transient  customers,  should  continuously  check 
their  compliance  with  the  15  percent  rule.     The  'fact  that  such  patrons 
are  counted  v;ithin  the  15  percent  limit  does  not  relieve  the  association 
of  the  responsibility  for  treating  them  on  an  equal  basis  with  other 
patrons  in  the  allocation  or  distribution  of  savings.     (For  a  further 
discussion  of  transient  trade,  sec  pars.  293-2<^5-)  ' 

■Depart nent al  beparations 

kSf .     'Wi'.ere  a  marketing-purchasing  cooperative's  supply  and  equipment 
sales  to  nonmember  nonproducers  exceed  the  I5  percent  limit,  this  may  be 
remedied  legitimately  sometimes  by  the  transfer  of  part  of  the  sales  to 
the  marketing  department.     This  can  be  done  only  if  the  origin  of  the' 
products  sold  can  be  attributed  to  local  producers.     The  following  illus- 
trations explain  this  situation*.     (See  also  pars.  12^  and  212-219') 

A.    A  grain  elevator  association  sells  a  considerable  quantity  of  corn 
to  local  stores  v/hich  resell  it  for  feed  purposes.     This  is  classed 
by  the  association  as  nonmember  nonproducer  business  in  the  supply 
department.     If  the  corn  concerned  originat.?d  with,  and  was  pur- 
cha.sed  from,  local  producers,  both  the  purchase  and  sale  thereof 
may  be  properly  considered  in  the  mariteting  department  only.  Under 
this  plan,  any  allocation  or  refund  of  savings  v;ould  be  made  to 
the  producer,  not  to  the  loc-^l  store.     (But  see  pars.  296-297- 
explaining  a  method  of  -paying  two,  refunds.) 

Conversely,  purchases  of  corn  from  dealers  ( nonproducers j  carried 
in  the  marketing  department  may  be  transferred  to  the  supply  depart- 
ment to  the  extent  of  a  volume  equaling  the  supply  department's 
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corn  sales,  plus  the  corn  on  hand  at  the  end  of  the  accounting 
period.     If  such  sales  were  made  to  producers  the  transfer  would 
not  detrimentally  affect  the  15  percent  rule.     On  the  other  hand, 
it  enables  an  elimination  from  the  marketing  department  of  the  pur- 
chases from  dealers.     (See  pars.  II3  et  seq.  regarding  such  pur- 
chases.) 

B.    Another  example  is  a  grocery  cooperative  operating  strictly  as  a 
farm  supply  organization  and  selling  principally  to  lOcal  pro- 
ducers.    It  is  practically  forced  to  take  in  eg.^s  from  producers 
in  trade  for  groceries  sold  to  them.     So  many  eggs  are  received  in 
this  manner  that  the  cooperative  becomes  unable  to  dispose  of  them 
entirely  to  producer-customers  and,  therefore,  is  obliged  to  make 
sales  to  commercial  egg  handlers.     This  causes  the  nonmember  non- 
•producer  business  to  run  above  15  percent. 

There  apparently  is  no  reason,  ujider  such  conditions,  why  the  egg 
transactions  may  not  be  considered  entirely  as  a  marketing  func- 
tion, even  though  no  other  marketing  is  done.    This  restores  the 
entire  business  to  a  tax-exempt  basis.    Authority  to  engage  in 
marketing,  of  course,  should  appear  in  the  association's  legal 
papers. 

Business  for  the  United  States 

As  outlined  in  paragraph  206 ,  business  done  for  or  with  the 
Uni'ted  States,  or  any  of  its  agencies,  including  any  service  fees  or  com- 
missions received  therefrom,  may  be  entirely  eliminated  in  calculating 
the  15  percent  restriction.     Such  transactions  are  separately  classified 
in  a  manner  similar  to  that  described  in  paragraph  Ull.     (Refer,  also,  to 
pars.  203-226.) 

Cross-Index 

Ug9 .     Some  definitions  related  to  Requirement  No.  6  may  be  found  as 
follows : 

Para- 
graph Sv-.bject  Title   Page 

106  Supplies  and  equipment  defined               .   .  r.  ;    .  .  .    .         24 

179  Member  defined   39 

193  Producer  defined     hi 

198  Are  cooperatives  producers?    h2 
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Hoquiroaeiit  Ho.  7 

Substantially  All  Voting  Eights  Must  Be  Held  By  Actual  Producers 
Who  Currently  Patronize  the  Association 

Statutory  Langu.p.^e 

430.     Section  101(12)  of  the  exemption  law  contains  the  following  clause; 

"Zxemiotion  shall  not  he  denied  any  such  association  because  it  has 
capital  stock... if  substantially  all  such  stock  [voting  capital  stock] 
...is  owned  by  producers  who  market  their  products  or  purchase  their 
pTipplies  and  equipment  through  the  association..."  bracketed  wording 
added.l  . 

i+91.     This  might  be  understood  more  clearly  if  rephrased  to  state  that 
voting  rights  in  the  hands  of  either  nonproducers  or  nonpatrons  must  be 
kept  at  the  absolute  minimum. 

Determination  of  what  is  "substantially  a].l"  is  left  to  the  admin- 
i'Strators  of  the  law.     On  this  point  the  Bureau  has  not  adopted  eny  hard- 
and-fast  policy,  rulings  being  made  according  to  individual  cireumstances, 
as  described  later. 

Voting  Sights 

^93 •     The  right  to  vote,  rather  than  the  exorcise  of  such  right,  is  the 
governing  basis  for  Requirement  No.  7-     Incidentally,   there  is  no  limit 
under  the  exemption  statute  as  to  the  number  of  votes  which  each  member 
may  have.     This  differs  from' one  of  the  alternate  provisions  of  the 
Capper-Vol stead  Act,  limiting  each  member  to  one  vote. 

^9^'     While  capital  stock  only  is  mentioned  in.  the  statute,  it  has  been 
held  to  cover  as  well  any  other  type  of  voting  rights  such  as  may  be  in 
use  by  nonstock  associations.  .     , -,  . 

Voting  Rights  Held  by  Nonproducers 

^95 • When  the  voting  rights  were  sold  or  issued  originally  to  nonpro- 
ducers, the  B\xreau  permits  only  a  very  low  tolerance,  usually  not  more  _ 
than  5  percent  of  the  total  voting  rights.    But  where  the  rights  were 
originally  owned  by  producers  and  then  were  transferred  to  nonproducers 
through  inheritance,  etc.,  a  more  liberal  allowance  is  permitted,  espe- 
cially if  the  association  is  making  a  diligent  effort  to  have  the  shares 
or  rights  transferred  to  producers,  or  has  not  been  able  to  purchase  them, 
either  because  of  a  prohibition  in  the  State  statutes  or  because  the 
necessary  funds  ware  not  available.     In  circumstances  similar  to  these,  up 
to  10  porcentZ^/  has  been  allov;ed.      .  . 

This  percentage  is  meant  to  be  inclusive  of  all  other  types  of  ques- 
tionable voting  rights.     In  oUiher  words  a  10  percent  over-all  allowance 
possibly  may  be  permitted. 
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U96.     The  follov/in/;  quotation  is  taken  from  page  238  of  Income  Tax  Regu- 
lations 103: 

"The  association  will  be  required  to  show  that  the  ownership  of 
its  capital  stock  has  been  restricted  as  far  as  possible  to  such 
actual  producers.     If  by  statutory  requirement  all  officers  of  an 
association  nrast  be  shareholders,  the  ownership  of  a  share  of  stock 
by  a  nonproducer  to  qualify  him  as  an  officer  v;ill  not  destroy  tho 
association's  exemption.    Likewise,  if  a  shareholder  for  any  reason 
ceases  to  be  a  producer  and  the  association  is  unable,  because  of  a 
constitutional  restriction  or  prohibition  or  other  reason  beyond  the 
control  of  the  association,  to  purchase  or  retire  the  stock  of  such 
nonproducer,  the  fact  that  under  such  circumstances  a  small  amount 
of  the  outstanding  capital  stock  is  owned  by  shareholders  who  are  no 
.longer  producers  will  not  destroy  *he  exemption." 

Voting  Rig-hts  Held  by  Nonpatrons 

^97.     It  should  not  be  overlooked  that  the  statute  requires  substantially 
all  of  the  voting  rights  to  be  held  by  active  patrons.    Up  to  10  percentzz/ 
of  the  voting  rights  possibly  would  be  allowed  in  the  hands  of  farmers  who 
are  still  producing  in  other  sections,  but  who  are  no  longer  patrons,  nor 
potential  patrons. 

Where  local  farmers  with  voting  rights  are  not  patronizing  the 
association  currently  because  of  crop  failures  or  other  unavoidable 
causes,  or  even  where  they  are  temporarily  dealing  with  other  organizations 
for  economic  reasons,  a  still  greater  tolerance  '^n  the  part  of  the  Bureau 
is  possible. 

Desirable  Procedure 

^99 •     \^he never  any  of  an  exempt  association's  voting  rights  are  held  by 
producers  who  have  left  the  locality,  or  by  nonproducers,  it  is  believed 
advisable  to  report  such  fact  to  the  Commissioner  of  Internal  Revenue  at 
Washington,  D.  C,  for  his  opinion  of  the  effect  on  exemption.  This 
applies,  as  well,  when  any  increase  occurs  in  the  proportion  of  voting 
rights  held  by  nonproducers  or  by  nonpatrons. 

Possible  Remedies 

500.  Sometimes  an  association  which  has  been  long  established,  particu- 
larly if  it  is  incorporated  with  capital  stock  under  the  business  corpora- 
tion laws,  gets  into  a  position  where  a  portion  of  its  voting  shares  are 
owned  by  outsiders,  often  transferred  to  them  through  the  death  of  members. 
When  such  transfers  become  substantial,   the  only  solution  may  be  to 
reorganize  the  capital  and  legal  structure  of  the  association.     If  this  is 
not  possible  legally,   it  may  be  found  desirable  to  abandon  the  organization 
and  to  form  a  new  one  to  take  over  its  assets  and  business. 

501.  Many  farmers'  cooperatives  today,  including  some  newly  formed  and 
others  which  have  revised  their  organizational  papers,  are  operating  - 

^/  This  percentage  is  meant  to  be  inclusive  of  all  other  types  of  ques- 
tionable  voting  rights.     In  other  words,  a  10  percent  over-all  allowance 
possibly  may  be  permitted. 
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successfully  on  the  modem,  cooperative  plan  of  revolving  capital  (see 
explanation  in  pars.  kb2-hSG) .     One  version  of  that  plan  effectively 
prevents  the  difficulty  \inder  discussion  since  the  voting  rig:hts  of  those 
who  have  ceased  patronizing  the.  association  are  revoked  without  the  neces- 
sity of  retiring  their  revolving  capital  shares. 

502.  An  equally  effective  arrangement,  adaptable  particularly  to  non- 
stock cooperatives,  is  one  which  carries  the  stipulation  that  voting 
rigiits  are  canceled  when  a  member  fails  to  patronize  the  association 
within  a  prescribed  period  of  time,  or  when  he  becomes  ineligible  for 
continued  membership. 

Cross-Index 

503.  Some  definitions  of  interest  in  connection  with  Requirement  No.  7 
may  be  located  as  follows: 

Para- 
graph  Subject  Title   Page 

193  Producer  defined   •  ^+1 

198  Are  cooperatives  producers?     k2 
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Requirement  No.  8 

Substantially  All  Capital  Shares  of  Participating  Type 
Must  Be  Owned  by  Actual  Prodr.cers 


Statutory  Language 

oC'^.    The  follov;ing  is  quoted  from  section  10l(l2)  of  the  ebcemption 
statute; 

"Exemption  shall  not  "be  denied  any  such  association  because  it  has 
capital  stock,  if  the  dividend  rate  of  such  stock  is  fixed  at  not  to 
exceed  the  legal  rate  of  interest  in  the  State  of  incorporation  or 
8  per  centuTi  per  annum,  whichever  is  greater,  on  the  value  of  the  con- 
sideration for  which  the  stock  was  issued,  and  if  substantially  all 
such  stock  (other  than  nonvoting  preferred  stock,  the  ovmers  of  v/hich 
are  not  entitled  or  permitted  to  participate,  directly  or  indirectly, 
in  the  profits  of  the  association;  upon  dissolution  or  otherwise, 
beyond  th-  fixed  dividends)  is  owned  by  producers  who  market  their 
products  through'  ths  aosociation. . . " 

Interpretations 

"■^0".     Thp  phras-  "beyond  th=  fixed  dividends,"  as  used  in  the  forego- 
ing quotation,  is  understood  to  mean  that  nonvoting  pr^^f^rr^d  stock  must 
have  the  same  maximum  annual  dividend  rate  as  any  othpr  stock.  The 
quoted  portion  of  th^'  statute  is  construed  furth-^r  to  permit  either  pro- 
ducers or  nonproducers  to  hold  nonvoting  preferred  stock  of  the  type  that 
is  not  entitled  to  f\ill  participating  rights.     Th^  latter  term, as  used 
h-n-in,  is  intended  to  indicate  a  right  to  participate^  upon  or  before 
dissolution  in  an  association's  savings  over  and  abov^  thp  allowable 
annual  dividend  rate. 

^06.     The  statut-  does  not  appear  to  sp^^cif ically  bar,  nor  to  definitely 
authoriz--' ,  th'^'  use  of  shar-^s  which,  if  owned  by  produc'=>rs,  would  carry 
full  participating  rights  upon-  dissolution.     Full  participation  bef ore 
dissolution  la  prevented, to  be  sure,  by  the  limitation  on  the  annual 
dividend  rate. 

507.     The  subject  of  full  participation  was  discussed  by  the  Acting 
Cor.missioner  of  Internal  Revenue  in  Mimeograph  3886  of  cTuly  9,  1931 
(C.  B.  X-2,  16U)  when  he  said: 

"If  an  association  is  permitted  to  have  nonproducers  as  stockholders 
and  acc\imulate  a  surplus  at  the  same  time,  the  principle  that  a  pro- 
ducer shall  have-  returned  to  him  the  proceeds  of  the  sale  of  his 
products  less  only  necessary  operating  expenses  is  violated.  [This 
seems  also  true  even  if  producers  ovmed  thp  stock,  for  their  stock- 
holdings rarely  parallel  th^ir  patronr^ge.] 

"This  follows  as  a  result  of  the  established  principle  of  law  that 
the  s\irplus  of  a  stock  corporation  inures  to  the  benefit  of  its  stock- 
holders.    [Then  even  if  producers  held  all  the  stock,  former  producer- 
patrons  would  not  receive  their  share  of  the  surr)lus.] 
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"Therefore  where  associations  are  -oennitted  by  law  to  organize  v/ith 
caiDital  stock,  it  is  essential  to  exemption  that  the  ownership  of 
capital  stock  which  carries  the  right  to  participate  in  the  surplus 
pnd  reserves  of  the  .association  be  restricted,  ns  far  as  possible,  to 
actual  producers."    [Bracketed  wording  added.] 

508.  It  is  clear  that  no  type  of  capital  shares  in  use  by  an  exemi^t 
cooperative  nay  have  a  dividend  or  interest  rate  per  annum  in  excess  of 
the  limited  rate  pern>ittcd  by  the  statute.    But  whether  or  not  this  rule 
would  apply  in  the  year  of  actual  dissolution  is  uncertain.    That  is  to 
say,  would  eyemption  be  destroyed  in  the  year  of  dissolution  if  full 
participating  shares  were  retired  ii»  an  amount  which  included  llquida.t- 
ing  dividends  that  exceeded  the  allowable  annus-l  rate  for  normal  divi-*' 
dends? 

509.  If  exemption  is  affected  by  such  a  distribution,  the  situation 
probably  could  be  remedied  by  postponing  dissolution  for  as  nany  years 
as  would  be  required  to  permit  the  payment  of  liquidating  dividends  in 
annual  instalments  that  do  not  exceed  the  limited  rate.     (See  also 
par.  386.)  ■ 

Participation  Now  Restricted 

510.  The  Fertile  Dairy  decisions  of  19^1  (see  explanation  in 

pars.  373-375)  have  the  effect  of  restricting  the  participation  of  capi- 
tal shareholders.    As  previously  explained,  all  annual  operating  savings, 
as  a  result  of  those  decisions,  now  must  be  allocated  to  each  patron  on 
a  patronage  basis  in  such  a  way  as  to  become  his  property  at -least  upon 
dissolution  of  an  association,  after  satisfaction  of  creditors  and  the 
payment  in  face  value,  only,  of  any  ca-oital  shares  wl-.ich  r^ay  have  prior 
rank,  including  declared  or  cumulative  dividends  on  such  shares. 

511.  Thus,  a  cooperative  having  a  type  of  capital  share  wnich  pro- 
vides for  full  participation  upon  dissolution,  will  be  obliged,  if  it 
desires  tax-exemption,  to  make  allocations  to  patrons  of  operating 
savings  in  such  a  manner  as  to  prevent  participation  therein  by  the  cap- 
ital shareholders  beyond  the  limited  ajinual  dividends.     This  applies 
whether  such  shareholders  are  producers  or  nonproducers .     (See  further 
details  in  pars.  373-375-) 

512.  The  foregoing  refers  only  to  operating  savings  -  those  arising 
from  transactions  with  patrons  in  the  main  operating  fvmctions  of  mar- 
keting, purchasing  or  related  activities.     Capital  gains  or  other  forms 
of  nonoperating  income  may  be  handled  so  they  inure  to  the  benefit  of 
shareholders.    Annual  distribution,  of  course,  would  be  limited  to  the 
allowable  rate.     I^Thether  this  participation  in  the  year  of  dissolution 
may  exceed  the  allowed  rate  for  normal  dividends  without  affecting 
exemption  is  uncertain  as  discussed  in  paragraphs  508-509. 

Capital  Stock  Cooperatives 

513-    Among  some  producers  in  certain  sections  of  the  country  an  antip- 
athy exists  tov/ard  farm  cooperatives  which  are  organized  with  capital 
stock.     This  probably  arose  because  that  type  of  financing  ordinarily 
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is  used  by  and  identified  with  commercial,  profit-motive  corporations. 
Such  a  feeling  hardly  is  Justified  toward  the  restricted  type  of  stock 
which  is  permitted  for  ere-npt  cooperatives  under  the  exemption  statute. 
A  farmer's  association,  indeed,  may  be  as  truly  cooperative  iinder  a 
capital  stock  form,  as  with  any  other  type  of  capital.     Naturally,  that 
excepts  the  situation  where  control  of  a  cooperative  has  become  vested 
in  nonproducers  because  there  were  no  restrictions  on  the  transfer  of 
the  organization'-s  voting  capital  stock. 

^lU.    An  exempt  association's  capital  stock  bears  little  real  resem- 
blance to  the  commercial  variety  chiefly  because  the  former  is  not  per- 
mitted to  participate  in  operating  savings  or  capital  gains  beyond  a 
certain  limited  dividend  rate  as  fixed  by  the  exemption  requirements. 
In  actuiility,  this  restriction  makes  the  dividends  analagous  to  m.ere 
interest.     Commercial  corporations,  of  coijutb*,  sometimes  have  forms  of 
limited  stock  but  these  are  only  in  effect  when  there  are  superior  forms, 
also. 

515.    Many  cfcoperatives  r)ermit  only  one  voting  share  to  be  acquired  by 
each  member,  thus  limiting  the  voting  right.    Another  common  provision 
found  in  the/ legal  structure  of  some  associations  prevents  the  sale  or 
other  transfer  of  capital  stock  by  shareholders  unless  approved  by  the 
association.     This  favors  the  retention  of  voting  control  by  producers. 
Neither  that  provision  nor  the  one-vote  restriction  is  required  to 
qualify  for  tax  exemption.     They  are  mentioned  only  as  illustrations  of 
some  features  not  usually  found  in  the  stock  of  commercial  corporations. 
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Requirement  No.  9 

The  Rate  of  Dividends  ( or  Interest)  on  Capital  Shares 

Must  Be  Limited 

Statutory  Maximum 

516.     The  following  clause  is  quoted  from  the  exemption  statute: 

"Exemption  shall  not  he  denied  any  such  association  "because  it  has 
capital  stock,  if  the  dividend  rate  of  such  stock  is  fixed  at  not  to 
exceed  the  legal  rate  of  interest  in  the  State  of  incorporation  or  8 
per  centum  per  annum,  whichever  is  greater,  on  the  value  of  the  con- 
sideration for  v'hich  the  stock  was  issued..." 

^■laximum  Interpreted 

517-     The  tv;o  following  examples  interpret  the  statute's  meaning: 

A.  If  the  State  legal  maximum  interest  rate  (not  the  contractual 
interest  rate  maximum)  is  10  percent,  then  up  to  that  rate  is  per- 
missihle  for  annual  dividends  on  capital  shares. 

B.  If  the  State  legal  maximum  is  6  percent,  then  a  rate  up  to  8  per- 
cent may  he  used  for  dividends  on  capital. 

Reason  for  Limitation 

5I8 .     Iv  is  clear  that  if  no  restrictions  vrere  placed  on  the  dividend 
rate,  the  shareholders  of  exempt  cooperatives,   if  they  were  so  inclined, 
could  evade  the  responsihility  of  returning  operating  savings  on  a 
patronage  basis  by  voting  all  savings  to  themselves  in  the  form  of  cap- 
ital dividends.     The  limitation  of  such  dividends,  therefore,  tends  to 
strengthen  and  perpetuate  an  association's  cooperative  character.  The 
earlier  income  tax  statutes  mads  no  mention  of  exemption  for  farmers' 
cooperatives  having  a  capital  stock  form  of  organization. 

519'     In  this  discussion  of  the  maxim-um  rates  allowed,  it  should  be 
pointed  out  that  the  Farm  Credit  Administration  does  not  favor  high 
dividend  rates  on  the  capital  shares  of  agricultural  cooperatives.  On 
the  contrary,  with  conditions  as  they  exist  today  it  is  \inwise  for  coop- 
eratives to  fix  capital  dividend  rates  in  excess  of  the  interest  rates 
they  pay,   or  would  have  to  pay,  for  borrowed  funds. 

Basis  of  Rate 

520.     The  rate  must  be  based  on  the  consideration  received  for  the 
capital  shares.     It  is  customary  for  farmers'  associations  to  issue  such 
shares  only  at  par  value.     However,  where  stock  or  other  capital  shares 
are  issued  for  less  than  par,  or  are  issued  on  a  no-par  basis,  the  divi- 
dend or  interest  rate  must  be  based  on  the  issued  value.     Thus,  for 
example,  a  $100  share  carrying  a  6-percent  rate,  if  issued  for  $50  has 
an  effective  rate  of  12  percent. 
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Nonstock  Associations 

521.  For  associations  organized  without  capital  stock,  the  rate  limita- 
tion applies  to  the  interent  paid  or  accrued  on  whatever  form  of  capital 
shares  exists. 

What  Ir,  a  Capital  Share ? 

522.  It  seems  important  to  distinguish  capital  shares  from  liaoilities 
credited  :to  members  or  other  patrons,   since  the  interest  rate  on  liabili- 
ties is  not  controlled  by  the  exemption  statute,  but  rather  by  the  con- 
tractual rate  maximum  stipulated  by  State  law.     Sometimes  it  is  difficult, 
particularly  with  nonstock  associations,  to  make  this  distinction.  As 

a  general  rule,  credits  without  a  fixed  or  determinable  due  date  or  those 
payable  upon  dissolution  are  regarded  usually  as  equity  capital,  v;hether 
or  not  evidenced  by  a  v;ritten  instrument.     (See  pars.  37^  and  653-) 

523.  Where  credits  to  patrons  arise  from  direct  payments  to  the  asso- 
ciation, or  through  an  authorized  deduction  from  the  sales  proceeds  of 
patrons'  products,  they  may  be  either  capital  shares  or  liabilities  for 
borrowed  funds,  according  to  the  expressed  or  implied  intention  of  the 
parties.     If  such  credits  are  not  payable  until  dissolution,  except  at 
the  option  of  the  association,  they  probably  would  be  considered  as 
capital.     If  a  fixed  due  date  exists,  but  no  agreement  on  the  nature  of 
the  contrihutions  has  been  made,   their  status  presumably  would  be  uncer- 
tain. • 

52U.     In  other  phases  of  taxation,  the  Bureau  of  Internal  Revenue  has 
been  faced  with  the  necessity  of  differentiating  between  equity  capital 
and  borrov;ed  capital.     In  those  cases  emphasis  at  times  was  placed  on  . 
whether  or  not  the  obligation  was  interest-bearing.     That  is  to  say,  if 
it  did  not  carry  interest  this  might  tend  to  show  it  was  eqiiity  capital. 

525.  From  the  viewpoint  of  exempt  farm  cooperatives  this  particular 
subject  has  not  been  explored  fully.     No  doubt  it  will  be  difficult  at 
any  time  to  lay  dov/n  precise,  categorical  rules  since  the  Commissioner 
must  be  governed  always  by  the  indiviCnal  facts  in  each  case,  from  which 
he  decides  the  nature  of  the  credits.  ' 

526.  Tor  all  practical  purposes  a  capital  equity  in  a  cooperative 
association  is  any  stated  right  or  any  stated  monetary  credit,,  whether 
certificated  or  not,   that  legally  ranks  after  general  creditors  in  the 
distribution  of  an  association's  assets  upon  its  dissolution.     If  only 
one  type  of  capital  equity  is  in  use,  it  carries  a  common  law  right  to  a 
proportionate  share  of  any  assets  which  may  remain  after  all  creditors 
have  been  satisfied.     Thus,  it  is  redeemable  at  face  value,  plus  its 
share  of  any  gain,  or  minus  its  share  of  any  loss  that  may  exist.  Coop- 
eratives desiring  to  be  exempt  from  taxation  must  negative  a  part  of  this 
inherent  riglit,  as  described  in  paragraphs  373-375  and  510-512. 

527.  Where  an  association  has  more  than  one  .class  of  capital  shares, 
it  is  well  to  have  their  rank  in  liquidation  stated  clearly  on  the  shares 
and  in  the  bylaws  or  other  legal  papers.     If  a  nonstock  association  does 
not  have  formal  eo^uities  of  a  specific  asaount  for  each  member,  it  is 
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likely  that  in  the  absence  of  provisions  to  the  contrary,   the  members 
existing  at  the  time  of  dissolution  would  have  the  right  to  share 
equal ly  in  the  distribution  of  residual  assets.     (See  pars.  3S^~3S^.) 

528.     Conversely  to  the  foregoing,  any  credit  to  a  person  or  concern 
which  legally  ranks  on  a  level  v;ith,  or  superior  to,  general  creditors 
is  not  a  capital  share.     It  may  be  a  liability,  or  it  may  be  in  a  third 
category  -  neither  capital  equity,  nor  liability.     (See  also  par.  &^k.) 
An  example  of  the  third  categoiy  exists  where  an  exempt  association, 
without  any  legal  obligation,  allocates  its  reserves  on  a  patronage 
basis  to  patrons.     Such  credits  technically  might  not  be  either  capital 
equities  or  liabilities.    The  Fertile  Daiiy  decisions  (see  pars.  373" 
375)  should  cause  cooperatives  to  avoid  that  typo  of  situation. 

Noncumulative  Dividends 

52y .     The  question  often  arises  whether  noncumulative  capital  share 
dividends  not  declared  in  prior  years  may  be  made  up  by  payment  at  one 
time  in  the  current  year,  if  the  total  so  paid  does  not  exceed  the 
aggregate  amount  allowable  for  the  period  of  years  concerned.  For 
instance,  if  an  8-percent  noncuinulativc  dividend  were  passed  for  two 
years,  could  it  be  made  up  by  declaring  and  paying  a  2U_percent  divi- 
dend in  the  third  year?    A  clear  answer  to  this  question  is  not  avail- 
able as  no  decisions  have  been  published  on  the  subject. 

Cumulative  Dividends 

530.    Where  interest  or  dividends  are  cumulative  they  normally  would 
be  entered  as  a  liability  to  be  paid  out  of  the  first  available  savings. 
No  question  arises  on  this  type,  even  though  actual  cash  payment  may  be 
deferred  indefinitely. 

Form  of  Dividends 

531*    The  rate  limitation  applies  to  dividends  or  interest  paid  in 
any  form,  whether  by  cash,  in  capital  stock,  in  other  certificated  or 
uncertificated  capital  shares,  by  notes,  or  other  written  instru- 
ments.z5/ 


See  Farmers  I'tutual  Cooperative  Creaaery  of  Sioux  Cen^ter,  Iowa  v. 
Commissioner,  33  B.T.A.  II7. 
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Requirement  No.  10 

Legal  Structure  i^ust  Be  Cooperative  in  Principle 
and  Must  Not  Contain  Provisions  Inconsistent 
With  the  Porei!;oing  Roquireaents 

Statutory  Language 

532.    Under  the  Federal  statute,,  farmers'  associations  are  eligible 
for  tax  exemption  when,  among  other  things,  they  are  - 

"...organized  and  operated  on  a  cooperative  "basis..." 

533*     The  term  "organized"  is  construed  to  refer  generally  to  the 
organizational  and  other  legal  papers  of  an  association,   such  as  its 
articles  of  incorporation,  bylaws,  membership  agreements,  and  market- 
ing or  other  contractual  agreements  with  patrons,  etc. 

Content  of  Le^^^l  Papers 

53^.    The  quoted  portion  of  the  statute  is  further  interpreted  to 
mean  that  such  legal  papers,  at  Idast  one  of  them,  must  contain  pro- 
visions which  clearly  show  the  organization's  intention  to  operate  on 
a  cooperative  or  mutual  basis,  granting  such  rights  to  members  and 
other  patrons  as  are  consistent  with  that  plan  of  operation. ^6/ 

535-     In  practice,   the  foregoing  applies  mainly  to  the  older  coopera- 
tives which  were  organized  under  the  general  corporation  laws  before 
the  State  cooperative  acts  came  into  effect.     Generally  those  incorpo-  . 
rated  under  the  latter  acts  would  have  a  legal  structure  of  the  proper 
type. 

536.     If  a  new  Cooperative  association  chooses  to  incorporate  under 
the  general  laws  in  a  State  which  already  has  a  cooperative  act,  its 
claim  for  tax-exemption  will  come  under  close  scrutiny  by  tho  Bureau. 
While  the  bylav;s  of  such  an  association  would  prove  its  cooperative 
nature,   it  nevertheless  could  change  the  bylaws  in  its  discretion  and 
possibly  without  the  Bureau's  knowledge. 

Contrary  Provisions 

537 •     On  the  other  hand,  it  is  quite  important  that  the  legal  papers 
do  not  contain  provisions  which  could  be  held  as  contrary  to,  or  incon- 
sistent with,  a  cooperative  plan  of  operation,  which  plan  is  defined 
through  the  detailed  requirements  of  the  exemption  statute  and  its 
official  interpretations  as  already  outlined  in  the  foregoing  pages. 

538.    While  as  a  general  rule,  any  such  contrary  provision  which 
has  been  carried  out  will  cause  a  loss  of  exemption  eligibility,  it 
might  not  so  result  if  the  Commissioner  of  Internal  Revenue  should  feel 
that  the  infraction  is  relatively  unimportant.  

^6/  For  su^gjgested  organization  forms,  see  Senders,  S.  D.  Organiza- 
tion of  Farmers'  Cooperatives.  F.C.A.  Cir.  C-108,  k2  pp.  1939-  See 
pp.  15  et  seq.  thereof. 
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Unexercised  Contrary  Provisions 

539'     If  a  contraiy  provision  never  has  "been  put  into  effect,  the  ques- 
tion of  whether  or  not  it  will  destroy  exemption  is  a  matter  which  can  "be 
decided  only  by  the  Ccmmissioner .     It  is  likely  that  here  again  he  will 
be  guided  by  the  relative  importance  or  the  character  of  the  provision. 

5^0.     It  seems'  improbable  that  an  objection  vfould  be  made  to  the  mere 
existence  of  a  statement  in  the  legal  papers  authorizing  the  association 
to  engage  in  nonexeinpt  business  activities,  v/hen  such  activities  never 
have  been  undertaken.     A  situation  of  this  kind  would  be  represented  for 
instance  by  charter  authority  to  market  farm  products  for  nonproducer 
dealers,' a  prohibited  activity. 

5U1 .  ■  Conversely,  it  is  believed  that  provisions  similar  to  those 
described  in  the  following  illustrations,  even  though  iinexercised,  might 
cause  a  loss  of  eligibility  for  exemption: 

Typical  Illustrations 

Discrimination 

y42 .  -  -  where  any  discrimination  is  indicated  among  members,  or 
between  members  and  nonmembers,  as  to  pricing,   the  rate  charged  for 
service  fees,  the  rate  of  allocation  or  refund  of  savings,  etc. 

Treatment  of  Nonmembers 

5^3  •      ~  where  the  bylaws  state  that  nonmembers  are  to  be  excluded 
from  patronage  allocations  or  refunds,  despite  the  past  practice  of  the 
association  in  treating  them  on  a  basis  equal  with  members. 

^kk.     If  this  defect  is  corrected  by  revising  the  bylaws  before  the 
close  of  an  association's  fiscal  year,  with  the  revision  made  retro- 
actively applicable  for  the  entire  year,  it  is  possible  loss  of  exemp- 
tion might  be  avoided  for  the  year  concerned.     It  is  unlikely  that  such 
a  procedure  taJcen  in  one  year  would  be  permitted  to  remedy  the  condition 
of  any  prior  year. 

Silent  Bylaws 

5^5'  -  -  where  the  bylaws  are  silent  as  to  the  interest  of  nonmembers 
in  savings.     If  the  past  practice  was  to  actually  pay  refunds  to  such 
patrons  on  a  basis  equal  with  members,  probably  no  objection  will  be 
raised  by  the  Bureau. 

5^6.     However,   if  the  association's  past  record  is  one  of  losses,  or 
if  it  has  made  no  actual  distribution  or  allf^cation  of  savings  and  there 
is,  accordingly,  no  evidence  of  the  actual  treatment  accorded  nonmembers, 
the  Bureau  often  has  considered  this  as  a  basis  for  declaring  associations 
nonexempt . 

Dividends  on  Capital 

5^7-    where  provision  exists  for  dividends  or  interest  on  capital 

shares  at  a  rate  higher  than  is  allowable  by  the  exemption  statute,  or 
where  such  rate  is  indefinite  or  not  limited,  even  though  past  payments 
or  declarations  were  all  within  the  statutory  requirement. 
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Forfeiture  of  Equities 

5^8 .  -  -  where  a  "bylaw  provision  calls  for  the  forfeiture  or  capital 
equities  or  any  other  type  of  credits  when  a  aember  or  nonmember  ceases 
to  te  a  patron. 

No  comprehensive  rule  has  been  laid  down  by  the  Commissioner  on 
this  subject,  although  the  Bureau  did  not  object  in  one  recent  \inpub- 
lished  case  tn  a  bylaw  provision  calling  for  the  forfeiture  of  equities 
in  the  association's  reserves  where  the  patron's  withdrawal  occurred 
within  an  agreed  '^-yea.r  period.     It  is  possible,  of  course,  that  the 
Bureau's  decision  might  have  been  different  if  the  withdrawal  period 
had  been  longer  or  had  no  limit  at  all. 

550-     There  probably  would  bo  no  objection  to  a  forfeiture  which  did 
not  exceed  v/hat  could  be  held  to  parallel  a  reasonable  amount  of  liqui- 
dated dar-.r.ges  to  an  association.     Cancellation  or  forfeiture  of  equities 
or  credios  of  moderate  amount  probably  v;ould  not  be  questioned,  partic- 
ularly if  the  arrangement  were  agreed  upon  between  the  parties.  (See 
also  pars.  33^335-) 

551'    An  acceptable  accounting  treatment  for  such  forfeited  equities 
or  credits  v/ould  be  to  take  them  into  miscellaneous  income  where  they 
become  a  part  of  the  year's  savings  for  distribution  on  a  patronage 
basis  to  the  patrons  of  the  current  year.    Another  plan  is  to  credit 
them  to  present  holders  of  reserve  equities  in  proportion  to  their 
holdings.    A  third  method  is  outlined  in  paragraphs  ])SU~],SS. 

Dealer  Business 

552.  -  -  where  {the  bylaws  or  marketing  agreements  of  an  association 
permit  the  acceptance  of  products  from  members  that  they  have  pur- 
chased from  others,  whether  from  producers  or  dealers. 

553*    Even  if  this  practice  is  not  in  actual  operation,   it  seems  that 
such  a  provision  might  be  ruled  undesirable  for  it  v.'ould  have  a  tendency 
to  encourage  among  members  a  covert  handling  of  cuch  transactions. 
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PART  III 

NON.EXEMPT  (TAXABLE)  TARMEHS '  COOPERATIVES 
General  Position 


Tax  Statutes  and  Reg^ulatlons 

.5514-.     What  about  a  farmers'  association  which,  for  one  reason  nr 
another,  cannot  qualify  or  docs  not  wish  to  qualify,  for  tax  exemption? 
First,   it  is  Important  to  understand  that  hone  of  the  requirements  for 
exemption,  as  described  in  the  foregoing  pages,  apply  in  any  respect  to 
a  taxable  (nonexempt)  organization. 

555-    With  certain  exceptions  to  be  outlined,  such  associations  are 
bound  rather  by  the  same  statutes  (Internal  Revenue  Code)  and  regula- 
tions as  are  applicable  to  any  taxable  commercial  corporation  with 
respect  to  the  filing  of  Federal  income  tax  returns  and  the  reporting 
thereiln  of  taxable  income.    They  are  subject,  also,  to  other  Federal 
taxes,  as  will  be  described* 

Taxable  Status  Scmetiraes  Preferred 

556. While  it  is  held  generally  that  the  requirements  for  tax  exemp- 
tion harmonize  with  true  cooperative  principles,  some  farmers'  associa- 
tions nevertheless  prefer  to  have  a  nonexempt  status  in  situations  where 
the  management  deems  it  more  advantageous  to  be  taxed  than  to  meet  the 
statutory  conditions  for  exemption, 

557 •     One  common  example  of  this  is  an  association  with  a  substantial 
or  preponderant  nonmember  business  where  payment  of  income  tax  on  the 
gain  resulting  from  such  business  ii  preferred  to  the  necessity  for  the 
allocation  or  refund  of  such  gain  to  the  nonmembers,  the  latter  pro-  ■ 
cedures  being  required  for  tax-exempt  organizations. 

Income  Tax  Ligibility 

55s.    Under  certain  conditions  as  hereinafter  outlined,  nonexempt 
cooperatives  have  been  permitted  to  exclude  from  their  gross  income  in 
computing  tatxable  income  the  ajuount  of  savingc;  actually  refunded  or 
set  up  to  be  refunded  to  patrons .kf /  Although  tax  returns  must  bo  pre- 
pared and  filed  each  year,  such  associations  v/ould  have  little  or  no 
income  tax  to  pay  if  their  entire  operating  savings  vrere  distributed 
annually  to  all  patrons  on  a  patronage  basis  pursuant  to  a  legal 
obligaftion  tc  make  such  a  distribution. 

559-     It  is  realized,   01  course,  that'  lev,  nonexempt  organizations 
would  operate  normally  in  the  described  manner.    Usually  they  do  net 
wish  to  make  equcil  distributions  to  non-iembers.     Furthermore,  they  often 
find  it  desirable  or  necessary  to  vithhold  some  of  the  savingc-  for  cap- 
ital reserve  purposes,   or  to  pay  some  of  thera  in  the  form  of  dividends 

on  capital  shares.  

iil/  I.  T.  1I199  (G.3.  1-2,  189)  (I92U). 
S.  M.  2595  (G.ii.  III-2,  233)  (192U). 
G-.  C.  M.  12393  (C.5.  XII-2,  398)  (1933). 
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Pool-T^''pe  Cooperativos 

|3bO.    Nonexempt  cooperatives  v/hich  operate  on  a  pooling  plan  (see 
description  in  pars.    250A,  252,  255i  and  26l)  normally  would  have  no  tax- 
able income  beyond  any  represented  by  extraneous  income  (defined  in 
pars.  lUl-lUS  and  3SO-393)  or  dividends  or  interest  paid  or 

accrued  on  capital  stock  or  other  capital  equities  (see  dividend  discus- 
sion in  pars.  683-687)- 

No  Partial  Exemption 

561.  For  many  years  the  Bureau  of  Internal  Revenue  has  permitted  the 
described  exclusion  of  refunds  from  gross  income  vhen  certain  special 
conditions  are  met.     Such  exclusions  are  erroneously  believed  by  many 
people  to  represent  a  partial  exemption.     That  feeling,  perhaps,  has 
some  foundation  from  a  nontechnical  viei<point.    Actually,  however,  the 
exclusions  simply  represent  a  permitted  method  of  arriving  at  the  true 
taxable  income,   sinco  the  amounts  excluded  arc  not  regarded  as  statutory 
income. 

562.  That  vievn)oint  is  represented  in  the  following  quotation  from 
the  BAireau's  ruling  I.T.  3208  (C.B.  1938-2,  127): 

"Under  long  established  Bureau  practice,  amounts  payable  to  patrons 
of  cooperative  corporations  as  so-called  patronage  dividends  have  been 
consistently  excluded  from  the  gross  income  of  sxxch  corporations. 

"The  practice  is  based  on  the  theory  that  suph  amounts  in  reality 
represent  a  reduction  in  cost  to  the  patron  of  goods  purchased  by  him 
through  the  corporation  or  an  additional  consideration  due  the  patron 
.'-for  goods  sold  by  him  through  the  corporation. 

"As  such  amounts  are  hot  includible  in  gross  income  of  the  corpora- 
tion, they  are  obviously  not  deductible  by  it,  though,  where  they  have 
been  erroneously  included  in  gross  income  in  the  first  instance,  the 
correcting  adjustment  is  sometimes  loosely  termed  a  deduction." 

563.  Thus,  fundamentally,   there  is  no  such  thing  as  partial  exemp- 
tion.U8/    A  cooperative  organization  v;hich  is  exempt  comes  under  the 
rules  of  exemption  as  set  forth  in  section  101(12)  of  the  Internal 
Revenue  Code.     (See  part  II  hereof.)     On  the  other  hand,  an  associa- 
tion that  is  not  exempt  is  subject- to  tax  upon  any  statutory  net  income, 
the  computation  of  v;hich  is  governed  by  other  sections  of  the  Code  and 
by  the  Bureau's  Regulations. 

No  Ap-Qlicable  Statute 

5657"  The  existing  Federal  statutes  do  not  outline  the  conditions 
governing  the  described  exclusion  of  patronage  refunds.     The  matter 
rests  entirely  within  the  scope"  of  the  Bureau's  administrative  practice 
which  apparently  has  been  generally  accepted  by  the  Board  of  Tax  Appeals 
and  the  Federal  Courts. 

Us/  So  mentioned  in  Fgirmers  Union  Cooperative  Oil  Co.  v.  Commissioner, 
38  B.T.A.  6U  (193s) . 
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565«     One  Federal  Court  In  a  recent  decision!;^/  took  occasion,  in  what 
appeared  a  critical  Cein,  to  remark  about  the  "liberality"  of  the  Com- 
missioner in  permitting  "deductions"  for  which  no  statutory  authority 
exists.     While  the  context  of  the  decision  does  not  clearly  indicate  the 
Court's  meaning,  It  is  presumed  reference  was  intended  to  cases  passed 
"by  the  Bureau  where  certain  fundamental  conditions  were  not  insisted  upon. 

566.     Competent  legal  authorities  believe  that  if  certain  conditions 
(as  hereinafter  outlined)  are  fully  met,  no  statutory  authority  is  needed 
to  make  the  described  exclusions  from  gross  income,  as  the  items  con- 
cerned would  not  be  held  to  constitute  taxable  income  to  an  association. 
Apropos  of  this,  the  Board  of  Tax  Appeals  made  the  following  statement 
in  one  recent  deci sion ; 30/ 

"Both  parties  recognize  that  there  is  no  specific  statutory  provi- 
sion for  the  deduction  of  patronage  dividends  from  the  gross  income  of 
a  cooperative  association.     The  Treasury  Department,  however,  as 
pointed  out  in  Fruit  Growers  Supioly  Co.,  21  B.T.A.  315,  326;  affd..; 
56  Fed.  (2d)  90,  with  'great  liberality'  has  allowed  such  deductions 
'to  the  end  that  substantial  Justice  may  be  done  to  an  association 
which  is  engaged  in  cooperative  marketing  or  purchasing  work  but 
which  may  not  be  exempt  from  taxation. '     The  Justification  for  the 
ruling  rests  upon  the  fact  that  the  so-called  dividends  are  in  reality 
rebates  upon  the  business  transacted  by  the  association  with  its  mem- 
bers rather  than  true  income  to  the  association."     [Underscoring  added.] 

567-    The  Bureau's  position  is  further  stated  in  General  Counsel's 
Memorandum  17S95  (CB.  1937-1.  56)  from  v^hich  the  following  is  quoted: 

"So-called  po,tronage  dividends  have  long  been  recognized  by  the 
Bureau  to  be  rebates  on  purchases  made  in  the  case  of  a  cooperative 
purchasing  organization,  or  an  additional  cost  of  goods  sold  in  the 
case  of  a  cooperative  marketing  organization,  when  paid  with  respect  to 
purchases  made  by,  or  sales  made  for  the  account  of  the  distributees. 

"For  the  purpose  of  administration  of  the  Federal  income  tax  laws, 
such  distributions  have  been  treated  as  •deductions  in  determining  the 
taxable  net  income  of  the  distributing  cooperative  organization.  Such 
distributions,  however,  when  made  pursuant  to  a  2£ior  agrc-?ment 
between  the  cooperative  organization  and  its  patrons  are  more  properly 
to  be  treated  as  exclusions  from  the^  gross_  incoino  of  the  cooperative 
organization.     (l  .T.  1^199,  C.bT  1-2,  ^189;"  S.'M.  2595,  C.B.  III-2,  238; 
G.G.M.  12393,  C.B.  XII-2,  398.) 

"It  follows,  therefore,  that  such  patronage  dividends,  rebates,  or 
refunds  due  patrons  of  a  cooperative  organization  axe  not  profits  of 
the  cooperative  organization,  notvdthstanding  the  amount  due  such 
patrons  cp.n  not  be  determined  until  after  the  closing  of  the  books  of 

 the  cooperative  organization  for  ^a  particular  taxable  period.  

\9/  CooT3erative  Oil' Association  v.  Commissioner ,~( C .C  .A. ) ,  II5  F.  2d 

GGbHs^rjT  ^  ~   ~ 

50/  Midland  Cooperative  V.^olesale  v.  Commissioner,        B.T.A.  82^  (19^1). 
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"In  view  of  the  foregoing,   it  is  the  opinion  of  this  office  that 
such  patronage  dividends  may  be  excluded  in  determining  the  aino\mt 
of  the  vindistri"buted  net  income  of  the  cooperative  organization 
subject  to  the  surtax  imposed  "by  section  ih  of  the  Hevenue  Act  of 
1936,  provided  the  liability  therefor  is  set  up  on  the  books  of  the 
cooperative  organization  pursuant  to  corporate  action  taken  vdth 
respect  thereto  prior  to  the  close  of  the  particular  accounting 
period. 

"This  memorandum  is  applicable  only  to  true  cooperative  organiza- 
tions.    The  burden  of  proof  is  upon  an  organization  to  substantiate 
by  competent  evidence  any  contention  it  may  make  in  that  respect." 
[Underscoring  added.] 

56s.     The  intention  of  the  reference  to  a  "true  cooperative"  is  not 
clear.     It  would  seem  'that  any  concern,  even  an  organization  not  incor- 
porated under  the  cooperative  statutes,  vrhich  legally  obliged  itself  by 
'•prior  Agreement"  to  make  patronage  refunds,  perforce  voiald  be  entitled 
to  exclude  them  from  gross  income . ^l/ 

Refunds  to  Members  Only 

565 . Some  nonexempt  farmers'  cooperatives  make  refunds  of  savings  to 
members  only,  ignoring  nonmembers.     VThile  such  refunds  are  permitted, 
the  Bureau  will  allow  as  an  exclusion  from  gross  income  only  the  portion 
of  the  refund  which  is  found  upon  calculation  to  be  applicable  to  the 
business  actually  done  with  members . 

570.    Put  differently,  an  association  is  taxed  on  the  savings  arising 
from  nonmember  or  even  member  business  whenever,  among  other  conditions, 
such  savings  are  not  refunded,  or  set  up  as  a  refund  payable,  to  the 
particular  iJatrons  from  whose  business  the  savings  arose. 52/  (See  pars. 
^-667  for  basis  of  computation.) 

Detailed  Requirements 

571'     In  order  that  an  association  may  exclude  the  described  refunds, 
they  must  be  calculated  and  otherwise  handled  in  a  particular  manner. 
In  addition,  certain  legal  or  corporate  requirements  must  be  observed. 
All  of  these  conditions  are  discussed  in  detail  on  the  follovfing  pages, 
under  the  headings  shown  below: 


Legal  or  corporate  requirements  -  

Refund  payment  requirements  

Computation  and  accounting  requirements 


Page 

■  125 
I3U 


^/  See  Uniform  Printing  &  Supply  Co.  v .  Commissioner,  88  F.  2d  75 

(1937)- 

52/  A.R.R.  6967  (C.B.  III-l,  290)  (I92U). 
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Legal  or  Corporate  Requirements 

Feccssar.v  Legal  Provisions 

572.     One  of  the  main  requisites  for  the  exclusion  of  patronatee  refunds 
from  a  cooperative  association's  gross  income  in  computing  its  Federal 
income  tax,  is  the  existence  of  a  proper  legal  foundation  for  the  maVing 
of  such  refunds.     Thus,  in  an  ideal  situation  preferably  all,  but  at 
least  one,  of  the  organizational  or  other  legal  papers  should  contain  a 
positive  and  definite  obligation  to  make  such  refunds  either  to  all 
patrons  or  to  -members  only,  as  the  association  may  choose. 

573-     ^he  papers  referred  to  consist  of  the  charter,  the  b?/-law3,  and 
any  membership,  marketing,  purchasing  or  other  contracts  with  members  or 
other  patrons. 

57^.     The  agreement  to  make  patronage  refunds  should  be  so  clearly 
worded  as  to  leave  no  doubt  that  it  constitutes  a  binding  obligation 
equivalent  to  a  legal  debt.     Any  lesser  arrangement  may  prevent  an  asso- 
ciation from  excluding  the  refunds  in  computing  its  taxable  income. 

575-     An  association  incoroorated  under  a  State  cooperative  act  may 
find,  by  virtue  of  the  controlling  provisions  of  such  act,  that  it  quali- 
fies automatically  as  to  its  legal  obligation  to  make  definite  refunds. 
If  any  doubt  exists,  however,  as  to  the  clarity  of  the  act's  provisions 
in  this  respect,  it  is  believed  better  not  to  rely  uDon  them ' but  rather 
to  include  the  refujid  obligation  in  the  association's  ovm  legal  papers. 

576.  Reference  herein  to  the  making  of  patronage  refunds  is  not 
intended  to  imply  that  they  must  be  paid  immediately,  nor  is  it  meant  to 
preclude  their  payment  in  noncash  forms.     The  maturity  and  m.anner  of  pay- 
ment may  vary  as  is  discussed  fully  in  paragra.-ohs  ,  626-628,  and 
6^g-6^5. 

Agreements  v/ith  Fonmembers 

577.  It  is  rare  that  taxable  cooperatives  desire  to  make  refunds  to 
nonmembers.     However,  if.  refunds  are  to  be  made  to  all  nonmenbers,  or  to 
selected  nonm.embers,  it  see^s  desirable,  if  not  absolutely  necessary,  to 
have  a  separate  agreement  with  each  such  patron  in  which  the  association 
obligates  itself  to  make  a  patronage  refund.     This  follows  since  the 
charter  or  bylaws  ordinarily  would  be  held  to  represent  an  agreement  with 
me-i'bers  only.     The  agreements  with  nonm.embers  preferably  should  be  in 
writing  and  executed  copies  thereof  should  be  retained  by  the  association. 

578.  There  are  some  v/ho  believe  that  se-parate  agreements  with  nonmem- 
bers are  not  necessary.     They  contend  that  if  the  bylaws  oblige  the  asso- 
ciation to  make  refunds  to  nonmembers  it  beco'^es  a  binding  obligation 
because  the  nonmenbers  may  be  said  to  have  dealt  with  the  association  on 
the  basis  of  its  legal  structure.     This  would  seem  more  pertinent  in  the 
States  where  associations  are  required  to  file  their  bylaws  of  record 
with  the  Secretary  of  State  or  where  the  nonmembers  had  been  specifically 
inform.ed  of  the  bylaw  provisions.     The  nonmembers  then  could  make  a  more 
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definite  claim  for  refunds  if  the  publicized  bylaws  pr6vide  for  refunds 
to  such  patrons,  or  if  the  bylav^s  do  not  bar  the  making  of  refunds  to 
nonmenbers.     (See  also  par.  602.) 

^^ose  Income  Is  It? 

579.     'i^ere  a  definite  obli£:a.tion  exists  in  advance  to  ref^and  on  a 
patronage  basis  at  the  close  of  each  fiscal  year  all  amounts  remaining 
from  the  proceeds  of  the  business,  after  providing  for  costs  and 
exnenses,  such  refunds  when  paid  wi thin  the  same  year,  or  when  declared 
as  a  payable  wi  thin  the  same  year,  cannot  be  considered  in  the  opinion 
of  the  writers  as  the  income  of  the  association.     It  is  the  income  of 
the  patrons  and  thus  is  taxable  to  them,  not  to  the  association.  (Under 
certain  conditions  the  refunds  are  not  taxable  income  to  particular 
patrons.    This  is'  discussed  in  pars.  30^.  310  et  seq.)     The  association 
merely  has  custody  of  the  concerned  funds  until  their  return  to  the 
"ovmers"  thereof,  v/ho  are  the  patrons  of  the  particular  year. 

Indefinite  Provisions 

520.     Unfortunately,  many  if  not  most  cooperative  associations  do  not 
have  their  legal  papers  drawn  in  such  a  manner  as  to  clearly  bring  about 
the  described  situation.     V/here  the  legal  papers  are  indefinite  or  vague 
and  could  not  be  construed  to  include  a  clear  obligation  to  make  patron- 
age refunds,  an  association's  claim  to  exclude  refunds  from  its  gross 
income  is  weaker.     In  such  a  case,  there  might  be  a  basis  for  the  view 
that  at  the  time  of  receipt  by  the  association-the  amounts  concerned 
actually  were  the  income  of  the  association,  53/  whose  taxation  on  such 
income  is  not  eliminated  by  its  distribution  in  the  form  of  refunds. 

581.  If  that  position  were  taken,  it  probably  would  apply  not  only  to 
refunds  which  are  accrued  as  a  payable  before  the  close  of  a  fiscal  year 
by  resolution  of  the  directors,  but  ag  well  to  refunds  which  actually 
had  been  paid  within  the  fiscal  year  on  business  of  that  year. 

532.    A  refund  m.ade  under  the  described  indefinite  ci rciomstances  con- 
ceivably might  be  considered  by  the  taxing  authorities  m.erely  as  a 
voluntary  payment  in  the  nature  of  a  gift,  or  as  somewhat  analagous  to  a 
dividend  on  capital  shares.     If  so,  the  distribution  could  not  be 
deducted  by  an  association  in  computing  its  taxable  income.  5^/ 


5^1     See  Peoples  Gin  ComTPany,  Inc.  v.  Commissioner,  Ul  B.T.A.  3U3  (19U0). 

Aff.  iig  F.:2d  72  cTwr  .  .  ■ 

5^/    G-ift  contributions  by  corporations  are  deductible  as  a  business 
expense  if  for  certain  well-defined  purposes  and  within  certain  limits 
as  outlined  in  sections  I9.23(a)-13  and  l'^.23(q)-l  of  Income  Tax  Regula- 
tions 103.     These  purposes  are  not  related  to  the  subject  discussed 
above.     That  dividends  on  capital  shares  are  not  deductible  by  the  issuer 
is  covered  in  section  19.115-1  of  Hegulations  IO3. 
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Undeclared  but  Allocated  Credits 

583.  It  is  quite  probable  that  savings  v;hich  an  association  is  not 
oblif^ed  to  refund  and  which  are  merely  allocated  to  individual  patrons 

on  a  patronage  basis  without  their  declaration  by  the  directors  as  a  pay- 
able, will  not  be  permitted  as  an  exclusion  froTi  gross  income  in  comput- 
ing the  associati on' s . taxable  income.     The  allocation  alone  does  not 
establish  the  credits  either  as  a  definite  capital  equity,  or  as  a  defi-- 
nite  payable.     If  such  voluntary  credits  are  declared  as  a  "oayable,  there 
still  is  son^e  Question  as  to  their  exclusion  from  gross  income.     This  is 
discussed  further  in  paragraphs  5^9-59^  seq. 

Amount  To  Be  Refunded 

584.  The  arrangement  to  make  patronage  refunds  at  the  end  of  each 
fiscal  year,  as  set  forth  in  a  cooperative's  legal  papers,  usually  covers 
the  distribution  of  one  of  the  following  amounts: 

A.  Total  net  operating  savings.     (This  excludes  nonoperating  and 
capital  gains.     It  could  be  provided,  of  coxrrse,  that  such  items 
are  to  be  refijjided  not  to  the  payers  thereof,  but  to  the  associa- 
tion's ordinary  patrons  in  proportion  to  their  patronage.  Any 
amounts  so  refunded,  however,  could  not  be  excluded  from  gross 
income  since  they  did  not  originate  from  transactions  with  the  per- 
sons to  whom  distribution  is  made.     This  is  further  explained  in 
pars.  677-678.) 

B.  Total  net  operating  savings,  less  specifically-named  amounts  to  be 
withheld  by  the  association  for  working  funds  or  for  other  capital 
reserve  purr.oses.  The  latter  withholdings  are  sometimes  fixed  as 
a  certain  percentage  of  the  net  savings,  or  as  a  stated  amount  per 
unit  of  product  handled,  etc.  They  probably  would  be  held  taxable 
as  incore  to  the  association  even  though  allocated  to  the  credit 

of  individual  patrons  on  a  patronage  basis,  unless  the  legal  papers 
clearly  show  that  the  members  or'  other  patrons  authorized  the  with- 
holdings as  a  loan  to  the  association  or  as  a  definite  contribution 
toward  the  purchase  of  its  capital  shares  or  other  capital  equities. 
(For  a  further  discussion  of  loans  and  capital  contributions,  see 
pars.  600-602.     See  also  pars.  I46U-U66.) 

C.  Total  net  operating  savings,  less  capital  reserves  in  an  amount  to 
be  determined  by  the  directors  in  their  discretion.     (A  provision 
of  that  type  obviously  leaves  open  the  possibility  of  not  making 
any  refund  in  a  particular  year, .or  in  any  year.) 

585-     The  first  step  in  establishing  a  sound  basis  for  the  exclusion  of 
patronage  refunds  from  gross  income  is  brought  about  when  an  association, 
through  its  organizational  papers  or  other  agreements,  is  mandatori ly 
obligated  in  advance  to  refund  the  amounts  described  in  either  item  A  or 
item  B,  above. 

526.     There -is  ,  however-;  no -assurance  that  the  Bureau  of  .internal 

Revenue  would  consider  situation  C  as  the  equivalent  of  a  definite  obli- 
gation  for  the  reason  that  the  making  of  refunds  is  optional .  Where 
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situation  C  exists  and  refunds  are  made,  it  is  possible  that  an  associa- 
tion's claim  to  exclude  the  refionds  from  gross  income  night  have  irore 
weight  if,  as  a  supplementary  measure,  the  corporate  action  described  in 
paragraphs  607-613  is  taken. 

Refund  Classes 

5?7-     From  the  foregoing  it  is  seen  that  the  character  of  an  associa- 
tion's legal  papers  determines  whether  a  patronage  refund  may  be  classed 
as  obligatory,  optional ,  or  voluntary. 

Optional  or  Voluntary  Refxinds 

In  decidinf^  v/hether  the  optional  or  voluntary  type  of  refunds 
should  be  excluded  from  gross  income,  the  taxing  authorities  probably 
would  consider  such  questions  as  the  following:    Do  the  association's 
legal  papers  indicate  a  cooperative  or  mutual  plan  of  operation,  even 
though  they  may  not  provide  explicitly  for  patronage  refunds?    What  is 
the  association's  past  record  regarding  th'=  pa2,'Tnent  of  refunds?  Have 
they  been  accrued  or  paid  regularly?    The  ansv/ers  to  these  and  other 
questions  might  have  a  beai'ing  on  thf^  decisions  of  the  Commissioner,  the 
Board,  or  the  Federal  courts. 

Paid  or  Accrued  Refunds 

589.  A  claim  for  the  exclusion  of  the  optional  or  voluntary  type  of 
refunds  is  \indoubtedly  strengthened  when  thp  association  through  formal 
resolution  of  its  directors,  or  through  vote  of  its  members,  declares 
the  refiand  and  accrues  it  on  the  books  as  a  payable  within  the  year  in 
which  the  patronage  arose.     Stronger  still  might  be  the  claim  when  the 
refunds  actually  were  paid  within  the  concerned  year,  or  within  a  short 
tim.e  thereafter,  say  before  the  filing  of  tlie  association's  income  tax 
return  (a  two  and  one-half  months'  period  is  permitted  for  filing).  (See 
pars.  62I-625.     See  also  pars.  61^-617  for  a  discussion  of  declarations 
made  in  the  current  or  in  the  ,follov;in^  year.) 

590.  There  is  at  least  some  basis  for  believing  that  the  foregoing 
procedure  would  be  held  to  permit  the  exclusion  of  refunds  from  gross 
income  where  no  clear-cut  obligation  to  make  refunds  exists  in  the  legal 
papers.     This  would  be  true  if  the  taxing  authorities  decided  to  follow 
the  theory  that  the  nature  of  transactions  betv/een  an  association  and 
its  .patrons  need  not  be  fully  or  definitely  stipulated  at  the  time  of 
the  transaction,  but  may  be  determined  at  an;/  time  wi  thin  the  taxable 
year  and  be  held  as  applicable  to  the  entire  year.     Some  argum.ent  for 
this  view  lies  in  the  fact  that  income  taxation  basically  is  measured 
with  resnect  to  the  composite  situation  developed  within  a  whole 
12-month  period,  rather  than  on  the  basis  of  what  occurs  from  day  to  day. 
No  written  authority  exists  either  for  or  against  that  viewpoint.  Thus, 
it  must  be  considered  a  wholly  speculative  theory. 

591.  Perhaps  a  more  reasonable  basis  for  a  cooperative's  claim  to 
exclude  optional  or  voluntary  patronage  refimds  from  gross  income  lies 
in  the  viewpoint  that  the  payment  or  accrual  of  such  refunds  (within  the 
same  year,  as  already  described)  may  be  said  merely  to  represent  a 
normal  function  of  a  true  cooperative.     Since  a  cooperative  then  is 
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expected  to  make  refunds,  there  are  some  who  believe  it  should  ber  per- 
mitted to  exclude  the  refunds  whether  or  not  the  le^al  papers  happen  to 
contain  a  binding  obligation  to  make  refunds.     That  argument  embraces  the 
theor;'/  that  the  accrual  of  refunds,  or  nore  certainly  their  actual  pay- 
ment, is  tantamount  to  an  indication  that  there  must  have  existed  an 
implied  though  unstated  obligation  therefor. 

592.     Those  who  advance  that  theory  would  apply  it  also  to  any  amounts 
left  over  from  operations  which  were  credited  to  each  patron  in  propor- 
tion to  patronage  and  which  the  association  through  a  directors'  resolu- 
tion chose  to  consider  either  as  a  loan  from  the  patrons  or  as  a 
contribution  by  them  to  the  association's  capital  shares  or  other  equities, 
despite  the  fact  that  the  legal  papers  make  no  mention  of  loans  from 
patrons  or  capital  contributions  therefrom. 

593'  No  definitive  information  is  available  to  indicate  how  the  taxing 
or  the  judicial  authorities  may  view  the  foregoing  theories.  To  be  sure, 
there  are  possible  objections.  For  instance,  it  might  be  doubted  that  an 
OTjtional  or  voluntary  refund  could  be  converted  into  a  definite  liability 
or  into  capital  equities  merely  by  the  action  of  one  of  the  parties,  that 
is  by  declaration  through  a  directors'  resolution,  or  even  through  vote 
of  the  members  themselves.     (But  see  par.  595.) 

59^.     In  most  States  a  corporation's  declaration  of  a  dividend  on  cap- 
ital stock  becomes  a  binding  legal  obligation  fo^r  th''  paym^^nt  of  which 
the  stockholders  would  have  a  right  to  bring  suit.     It  is  not  clear  that 
this  would  be  held  to  apply  to  the  declaration  of  patronage  refunds  where 
an  association's  bylaws  or  the  statute  under  which  the  association  is 
incorporated,  do  not  mention  refunds  or  merely  authorize  the  directors  to 
pay  refunds  in  their  discr-^tion.     The  point  seems  debatable.     So  far  as 
the  writers  know,  it  has  not  been  ruled  upon  clearly  by  either  the  Bureau, 
the  Board,  or  the  Courts.  55/ 

Coopera  tive-Commercial  Contra  st 

595.  The  position  of  a  commercial  corporation  with  respect  to  the  crea- 
tion of  a  liability  seems  to  be  somev;hat  different  from  that  of  a  coop- 
erative, particularly  where  the  latter  deals  with  members  only,  or  makes 
patronage  refunds  to  members  only.     The  members  of  such  a  cooperative, 
having  beyond  question  the  power  to  cr'^ate  a  liability  to  themselves 
through  a  bylaw  provision,  conceivably  might  be  held  to  have  a  parallel 
power  to  create  a  liability  of  equal  obligation  in  oth^r  ways,  possibly 
through  the  action  of  the  association's  directors  who,  of  course,  are 
duly  elected  by  the  members. 

596.  Again  , there  is  an  absence  of  any  clear  ruling  or  decision  on  the 
foregoing  viewpoint.  Perhaps  a  nonexempt  coo-oerative '  s  claim  to  exclude 
patronage  refunds,  particularly  if  its  legal  papers  do  not  create  an 

55/    But  see  Fruit  Grov/ers  Su-pioly  Co.  v.  Comri ssioner ,  21  B.T.A.  315 
(1930).    Aff.  56  ?.  2d    90  (1932). 
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obligation  to  make  such  refunds,  might  be  str«=>ngthened  wh^n  the.refionds 
are  declared  by  direct  vote  of  the  members  themselves.     This  assumes,  of 
course,  that  the  members  as  a  m.atter  of  law,  are  not  barred  from  so 
doing. 

Eefunding  Program 

5^7-     There  is  no  reason  why  an  exempt  or  a  nonexempt  coo-oerative  asso- 
ciation should  not  obligate  itself  definitely  to  make  patronage  refunds 
regularly  each  year .     Such  a  program  need  not  prevent  f>n  association  from 
obtaining  sufficient  funds  for  vrorking  capital  purposes.     That  could  be 
arranged  merely  by  having  the  bylaws  provide  that  the  payment  of  patron- 
age refunds  shall  be  deferred  until  dissolution,  or  shall  be  given  a 
stipulated  short  or  long-term  m.aturity. 

598.  Or,  th(?  bylaws  could  include  a  plan  to  pay  patronage  refionds 
either  in  cash  or  in  noncash  forms  at  the  option  of  the  association. 
Such  noncash  forms  would  include  not:>s,  bonds,  certificates  of  debt, 
certificates  of  capital  stock  or  other  capital  equities,  etc. 

59^.     These  procedures  would  perm.it  the  association  to  accumulate  . 
needed  working  capital,  yet  would  not  prevent  it  from  excluding  the 
refunds  in  computing  taxable  income,  provided,  of  course,  that  the  refunds 
were  obligatory.     (See  pars.  6Ug-D55.) 

Automs.tic  Contributions  ■  ■ 

boo.    A  quite  similar  arrangement  is  possible,  also,  through  the  use  of 
a  plan,  whereby  the  patrons  agree  that  all  annual  overage-s  are  to  be  con- 
sidered as  contributions  to  the  association  for  either- loan  or  capital 
purposes.     For  a  full  description  of  these  plans,  s-^e  paragraphs  ^55-^3* 

601.  It  is  believed  that  a  bylaw  r^rovision  for  such  automatic  loans 
or  automatic  capital  contributions  would  enable  a  nonexempt  cooperative 
association  to  exclude  the  concerned  araoionts  from  its  reportable  income 
for  taxation  purposes.     The  Iowa  ruling,  discussed  in  paragraphs  6^^-655 » 
is  cited  as  authority  for  the  deferment  of  refunds,  and  for  the  Bureau's 
conclusion  that  such  deferred  refunds  are  in  actuality  automatic  capital 
contributions.  '  There  are  some  who  feel  skeptical  that  the  Iowa  ruling 
would  be  held  as  applicable  in  States  other  than  Iowa.     The  v/riters  do 
not  share'  that  view. 

602.  As  mentioned  in  paragraphs  577  S-^id.  57S ,  it  is  not  certain  whether 
the  bylaws  would  be  held  to  constitute  an  agreement  with  nonraembers, 
particularly  where  the  nonmembers  had  not  been  advised  specifically  of 
the  bylaw  terms.     Therefore,  in  order  to  apply 'the  automatic  contributions 
plans  to  nonmembers,  it  may  bo  preferable  to  have  separate  agreements  to 
that  effect  v^ith  each  such  patron. 

^^e^'^rves  Regalred  "by  Lav  •■ 

603 .  ?'.any  of  the  State  cooperative  acts  require  farmers'  associations 
incorporated  thereuiader  to  set  aside  ann\ia,lly  a  certain  percentage  of 
their  net  savings  into  a  capital  reserve  until  the  latter  reaches  a 
specified  amount.  usua.lly  a  certain  na.med  proportion  of  formal  capital. 
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6oh.  Under  the  refunding  program  outlined  in  paragrarjhs  5*^?  ^^'^  53^^, 
any  reserves  required  bv  the  State  law  would  have  to  b-^  set  aside  first 
out  of  net  savings.  However,  where  th-?  automatic  contributions  plan  is 
in  effect,  as  described  in  paragraphs  bOO-6.Q2 , .  tcchnica.lly  thero  »re 
no  net  savings,  as  such.  Thus,  it  is  nossible  that  a  cooperative  oper- 
ating in  that  manner  might  not  be  affected  by  the  State  reserve  require- 
ment, unless,  of  course,  the  State  authorities  should  rule  otherwise. 

Legal  Aspects  Unsettled 

605.     The  unsolved  questions  in  som-  of  th-^  preceding  paragraphs  illus- 
trate some  of  the  complications  which  confront  the  Bureau,  the  Board, 
and  the  Courts  in  deciding  upon  cases  where  refunds  can  be  regarded  only 
as  of  an  optional  or  a  voluntary  character.     It  is  obvious  that  the  pre- 
cise facts  in  each  -oarticular  case  must  be  analyzed  before  a  decision  is 
possible.     On  th-  oth-r  hand,  associations  which  are  legally  obliged  to 
make  refunds  in  the  manner  describ-d  in  paragraphs  572-576,  should  h-ave 
no  difficulty  with  their  claim  to  exclude  th^  refunds  from  gross  income. 
This  ascumes,  of  course,   that  the  refunds  are  prooerly  declared  and  com- 
puted in  thp  manner  hereinafter  set  forth. 

Refund  Declaration 

b06 .     ■.'\niere  an  arrangement  for  automatic  contributions  exists,  such  as 
is  described  in  paragraphs  600-602,-or  where  an  association  has  a  strong 
and  clear  obligation  to  make  refunds  annioally,  it  is  possible  that  the 
amounts  concerned  might  be  held  by  the  Board  or  the  Courts  to  be  exclud- 
able from  gross  income  even  though  no  annual  declaration  is  made  by  the. 
association's  members  or  by  the  directors. 

607-     IJoyertheless ,  if  an  association  wishes  to  b-  on  the  safe  side, 
its  directors  or  its  m.embers  should  specifically  declare  each  refund, 
regardless  of  its  legal  foundation,  before,  not  after,   the  close  of  the 
association's  fiscal  (taxable)  yt^ar,  if  the  refund  is  to  be  claimed  as 
an  exclusion  from  thp  gross  income  of  that  year.     56/     It  may  be  declared 
in,  ahd  excluded  from,  the  succeeding  year ' s  gross  income,  if  desired, 
as  outlined  in  paragraphs  61^-617. 

60?.     Thp  intended  manner  of  paym-nt,  whether  by  cash  or  in  noncash 
forms,   should  be  stated  in  the  declaration  resolution.     It  is  assumed 
that  payment  in  forms  other  than  cash  (see  pars.  6U8-65I)  v/ould  be 
authorized  in  the  bylaws,   or  by  oth'---r  specific  agr'=em=^nt  between  the 
association  and  the  refundees.     The  intended  time  of  payment,  whether 
before  or  upon  dissolution,  also  should  be  s^^t  out  in  the  r'-solution 
(see  pars.  626-62S) . 

60^.     In  summary,  the  declaration  resolution  is  believ^^d  advisable 
whether  the  refund  is  deemed  to  be  obligatory ,  optional  or  vol'Ontary; 

55/  Sep  Pruit  Growers  Supply  Co.  v.  Comni  ssion'^r ,  21  B.T.a.  315  (l930). 
Aff.  56  F.  .2d  90  (1932)  . 

See  Farmers  Union  State  Exchange  v.  Commi  ssion^r ,  30  B.T.A,  105I  (193U). 
See  Midland  Cooperative  V/holesale  v.  Commissioner ,  UI4  B.T.A.  82^  (19U1)  . 
See  Cooperative  Oil  Association  v.  Commi ssioner ,  II5  F.  2d  666  (l9^1). 
See  pars.  5^*^-590  herein. 
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whether  or  not  the  refvmd  is  accrued  or  actually  is  paid  within  the  year 
in  which  the  "business  \^ith  patrons  originated;  and  whether  the  associa- 
tion reports  for  taxation  on  the  cash  "basis  or  on  the  accrual  "basis  of 
accounting.     Most  cooperatives  today,  however,  keep  their  accounts  on 
the  accrual  basis. 

610.  The  resolution,  furthermore,  should  declare  the  refund  as  a 
definite,  unconditional  liability.     (On  this,  see  pars.  635  and 

^IT^T)  

Advance  Declaration 

611 .  Where  any  doubt  exists  that  an  association's  legal  papers  clearly 
authorize  it  to  withhold  annual  overages  as  loans  or  capital  contribu- 
tions from  patrons,  or  where  it  is  doubtful  that  the  association  is 
definitely  obliged  to  piake  patronage  reftmds  either  in  cash  or  in  non- 
cash forms,  it  might  be  advisable  for  the  directors,  or  the  members 
themselves,   to  declare  a  refund  by  a  written  resolution  in  advance  of 
the  taxable  year.     Such  a  resolution  should  state  in  general  terms  the 
association's  intention  to  refund  a  particular  part  (percentage)  or  all 
of  the  year's  operating  savings  or  overages,  if  any  result. 

6l2-.     It  seems  important  to  bring  such  a  declaration  to  the  attention 
of  prospective  patrons.    Perhaps  that  could  be  accomplished  effectively 
by  posting  an  appropriate  notice  at  the  association's  place  of  business. 
It  then  might  be  claimed  that  the  patrons  dealt  with  the  association  on 
the  strength  of  the  promised  refund.    Another  declaration  just  before 
the  close  of  the  year  should  be  made,  also. 

•613.    All  nonexempt  cooperative  associations  might  consider  the 
ad.visabili ty  of  adopting  the  foregoing  procedure  as  a  precaution  against 
the  possibility  that  its  organizational  or  other  legal  papers  might  not 
be  considered  by  the  taxing  authorities  to  represent  a  sufficiently 
definite  obligation  to  make  patronage  refunds. 

Year  of  Exclusion  from  G-ross  Income 

If  the  resolution  described  in  paragraphs  607-61O  is  not  made 
before  the  close  of  the  fiscal  year,   say  for  example  before  December  3I. 
19^1,  it  may  be  made  under  the  Bureau's  practice  at  any  time  during 
19^2  covering  the  19^1  refund,  the  amount  of  which  may  then  be  excluded 
from  the  19^+2  gross  income. 

615.  The  Bureau  will  not  permit  this  to  be  done  for  more  than  one  year 
in  arrears.    Using  the  foregoing  illustration,  this  means  that  refunds 
based  on  19^  patronage  and  savings  could  not  be  excluded  from  the  gross 
income  for  I9U2. 

616.  It  follows,  also,  that  not  more  than  one  year's  refunds  may  be 
excluded  from  any  one  year's  gross  income.     Thus,  if  the  19^1  refund  is 
excluded  from  19'+2  gross  income,  then  the  19^+2  refund  must  be  excluded 
from  the  gross  income  for  19'+3  • 
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617.  It  is  seen  that  this  procedure  may  bring  about  ?n  inconi^ruity 
in  that  it  is  conceivable  the  19^1  refund  may  exceed  tne  total  anount 
of  the  19^2  savings.  In  such  an  instance,  the  association  would  lose 
the  exclusion  benefit  of  the  anount  of  such  excess. 

Amount  Declrriod 

618.  Since  it  is  impossible  ordinarily  to  close  th*  hooks  and  deter- 
mine 'the  exact  amount  of  savings  or  refunds  within  the  fiscal  year,  it 
has  b'="=n  the  practice  of  the  Bureau  (see  par.  567)  to  permit  the  declar- 
ation resolution  to  be  worded  in  general  terms  without  an  actual  dollar 
amount.     A  satisfactory  method  for  associations  which  repoit  for  taxa- 
tion on  the  accrual  basis  is  to  state  the  refund  as  a  certain  percent- 
age of  the  total  net  savings  which  are  to  bi=  ascertained  later  when-  the 
books  are  closed.     (For  a  discussion  of  refxind  entry,  see  par.  663.) 
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Maturity  of  He funds 

619-     Where  a  nonexempt  association  reports  for  income  taxation  on  the 
cash  basis  of  accoionting,  the  patronafce  refunds  (assuming  other  factors 
are  properly  complied  with)  to  be  excludable  from  the  association's 
gross  income  of  a  particular  tax  year  must  be  paid  actually  within  that 
year.    If  one  year's  refunds'  are  paid  in  the  following  year,  they  could 
be  excluded  as  outlined  in  paragraphs  6lU-6l7. 

620.  Associations  reporting  on  the  accrual  basis,  after  proper  declara- 
tion of  the  refund,  should  accrue  it  on  their  books  and  have  it  appear 

as  a  payable  item  on  the  organization's  balance  sheet  in.  the  tax  retvirn, 
as  already  explained. 

621.  There  has  been  some  feeling  that  the  Bureau  would  not  approve  an 
association's  exclusion  from  gross  income  of  such  accirued  refunds  if  they 
were  not  paid  actually  within  a  reasonably  short  period  after  the  close 
of  the  taxable  year.    That  feeling  no  doubt  originated  from  the  terms  of 
section  2k{c)  of  the  Internal  Revenue  Code.    That  section  reads  aes  fol- 
lows : 

"(c)  Unpaid  expenses  and  interest.-  In  computing  net  income  no 
deductions  shall  be  allowed  \inder  section  23(a),  relating  to  expenses 
incurred,  or  under  section  23(b),  relating  to  interest  accrued- 

"(1)  If  such  expenses  or  interest  are  not  paid  within  the  taxable 
year  op  vlthin  two  and  one-half  siontLa  after  the  cloet  thereof i  aad 

"(2)  If,  by  reason  of  the  method  of  accounting  of  the  person  to 
whom  the  payment  is  to  be  made,  the  amount  thereof  is  not,  unless 
paid,   includable  in  the  gross  income  of  such  person  for  the  taxable 
year  in  which  or  with  which  the  taxable  year  of  the  taxpayer  ends; 
and 

"(3)  If,  at  the  close  of  tha  taxable  year  of  the  taxpayer  or  at 
any  time  within  two  and  one-half  months  thereafter,  both  the  tax- 
payer and  the  person  to  whom  the  payment  is  to  be  made  are  persons 
between  whom  losses  would  be  disallowed  under  section  2U(b).'* 

622.  Since  the  last  three  paragraphs  of  the  foregoing  quotation  are 
conjoined  by  the  word  "and,"  it  is  assumed  that  all  of  them  refer  to  the 
parties  described  in  section  2^(b).     The  portion  of  the  latter  section 
which  might  be  believed  applicable  to  cooperative  associations  is  here 
quoted: 

"(F)  Between  a  fiduciary  of  a  trust  and  a  beneficiary  of  such  trust." 

623-    Certainly  a  fiduciary  relationship  .exists  betwe»n  a^cojperative 

organization  and  its  membership.    But,  does  section  2U(c)  of  the  code 
apply  to  the  patronage  refunds  of  a  cooperative  association?    The  sec- 
tion mentions  only  "expenses  incurred"  and  "interest  accinied."    Vfhere  an 
association  has  a  binding  legal  obligation  to  make  refimds,  the  latter 
do  not  have  the  nature  of  expenses  (as  previously  explained,  that  type 


Pars.  619-623 


-  135  - 


of  refund  is  exclTida"ble  from  gross  income).     Where  a  iDinding  obligation 
to  pa/  patronage  refxmda  does  not  exist,   the  refunds  still  do  not  repre- 
sent a  deductible  expense. 

62U.     In  the  opinion  of  the  vn:iters,   therefore,   the  requirement  in 
section  2h{c)  of  the  code  for  the  parent  of  certain  accruals  within  two 
and  one-half  months  after  close  of  tha  tcixable  year  does  not  apply  to 
the  patronage  refunds  of  taxable  cooperative  associations.     The  taxing 
authorities,  of  course,  might  not  share  that  view. 

625*  It  is  possible,  further,  that  where  an  association  does  not  have 
a  strong  written  obligation  to  make  refunds,  the  Bureau  as  proof  of  the 
liability  to  pay,  ma^--  require  that  the  refunds  actua;lly  be  paid,  either 
in  cash  or  other  forms  acceptable  to  the  refundees,  before  the  time  for 
filing  of  the  association's  income  tax  return  which  is  two  and  one-half 
months  after  close  of  the  fiscal  (taxable)  year.  (See  reference  to  this 
in  par.  589- ) 

626.     There  is  no  official  ruling  or  decision,  on  the  other  hand,  which 
indicates  that  an  accrued  patronage  refund  arising  from  a  binding  obliga- 
tion which  is  properly  declared  and  entered  on  the  books  as  a  definite, 
Tinconditional  liability,  would  not  be  excludable  from  gross  income 
because  it  is  not  paid  or  is  not  payable  within  a  short  time  after  close 
of  the  taxable  year  concerned.    A-oparently  such  obligations  may  be  made 
payable  either  at  a  fixed  date  of  long  or. short  term,  upon  dissolution, 
or  at  a  date  to  be  selected  in  the  future  by  the  directors  as  and  whon 
they  feel  the  association's  finances  permit  such  payment. 

627 •  It  seems  a  good  business  policy  to  place  an  optional  maturity 
date  on  such  refunds.  This  avoids  possible  embarrassment  to  an  asso- 
ciation should  it  encounter  financial  reverses. 

628.     It  should  be  emphasized  that  all  of  the  foregoing  information 
on  payment  dates  represents  merely  the  views  of  the  writers.     There  are 
no  official  rulings  to  support  the  viewpoints  expressed.     In  the  follow- 
ing paragraphs  a  few  recorded  cases  which  touch  upon  the  subject  arc 
discussed.     These  cases,  however,  are  far  from  conclusive  as  an  indica- 
tion of  the  permissible  terms  of  payment. 

Home  Builders  Case 

■ 629 .     In  the  case  of  the  Home  Builders  Shipping  Association  v.  Commis- 
sioner, 8  B.T.A.  303  (1927),  the  Board  of  Tax  Aopeals  decided  in  favor 
of  the  Association  and  said,  in  part,  as  follows: 

"His  reason  [the  Commissioner's]  for  disallowing  the  item  in  the 
instant  case  was  because  it  had  not,  according  to  his  determination 
been  declared,  accrued  or  paid,  and  was  eventually  wiped  out  by 
operating  losses. 

"We  have  fo-ond  that  the  petitioner  kept  its  books  upon  the  accrual 
basis;  that  it  had  agreed  with  its  stockholders  to  pay  this  additional 
amount  for  the  wheat  purchased  from  them;  that  the  payment  was  author- 
ized by  the  board  of  directors  dviring  1919;  that  the  petitioner  claimed 
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ot'iti  .tnooaH-tax  return  as  a  part  of  the  cost  of  goods  sold  the 
amoTint  determined  by  it  in  1919  to  be  due  the  stockholders  in 
accordance  with  the  agreement  between  them;  and  that  the  amount  so 
determined  was  set  up  on  the  balance  sheet  attached  to  the  return  as 
being  due  its  stockholders. 

"We  believe  that  the  amount  here  in  question  represented  an  actual 
liability  on  the  part  of  the  petitioner  to  its  stockholders  for  wheat 
purchased  from  them  during  1919  and  should  be  considered  as  a  part  of 
the  cost  of  goods  sold  in  determining  the  petitioner's  gross,  income. 

"It  is  to  our  minds  immaterial  that  the  liability  of  ^k, 1^1. JO  has 
not,  as  yet,  been  paid.     There  was  no  evidence  that  the  petitioner 
never  intended  to  pay  It. . . 

"...The  above  item  of  $U,137'70  has  never  been  paid  to  the  stock- 
holders for  the  reason  that  at  no  time  since  1919  has  the  petitioner 
had  sufficient  funds  v;ith  v;hich  to  pay  it. "     [Underscoring  and 
bracketed  wording  added. ] 

630.     The  quoted  amount  represented  "patronage  dividends"  which  at 
the  time  of  the  Board's  decision  in  I927  had  been  standing  as  a  past 
due  liability  since  1919 •     While  this  case  rather  clearly  indicates 
the  Board's  attitude  on  delayed  payment,  the  Commissioner's  position 
with  respect  to  his  acceptance  of  the  principle  for  application  in 
future  cases  of  similar  nature  is  not  clear.     It  appears,  furthermore, 
that  the  matter  of  actual  payment  might  hot  be  considered  as  the  main 
or  controlling  issue  in  that  particular  case.     Since  the  concerned 
"patronage  dividends"  matured  in  1919.        criterion  was  set  on  the  per- 
missibility of  a  long-term  or  indefinite  due  date. 

Kidlejid  Cooperative  Case 

631 •     In  Midland  Cooperative  Wholesale  v.  Commissioner,  hk  B.T.A.  828 
(19^1),  the  Board  ruled  favorably  for  .the  cooperative  by  deciding  that 
an  amount  credited  to  individual  patrons  in  an  account  entitled  "Patrons' 
Equity  Reserve"  was  excludable  from  gross  income.     Here  a,gain  the  main 
contention  of  the  Commissioner  apparently  did  not  center  around  the 
actual  payment  date  of  such  credits,  but  rather  as  to  whether  they  were 
definite  liabilities.    After  consideritg  the  legal  structure  and  the  cor- 
porate action  taken,  the  Board  decided  the  credits  were  actual  liabili- 
ties . 

632.     Since  a  reserve  allocated  to  patrons  ordinarily  vrould  mature 
only  upon  dissolution,  it  may  appear  on  the  surface  that  the  Board's 
decision  cleared  up  the  question  of  deferred  payment.     This  is  not  true, 
however,  for  the  decision  contained  the  follov/ing  language: 

"The  amounts  so  credited,  in  our  opinion  could  have  been  withdrawn 
by  the  members  at  any  time." 

633*     Thus,  the  credits  to  individual  patrons  represented  in  the 
"Patrons'  Equity  Reserve"  were  understood  by  the  Board  to  have  been 
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payable  on  demand.     This  Is  a  practical  parallel  to  a  cash  distribution. 
The  question  remains:     "Would  the  Board  have  permitted  the  credits  as 
an  exclusion  from  gross  income  if  they  had  beon  payable  at  a  long-term 
future  date,  at  an  undetermined  future  time,  or  upon  dissolution? 

63^'    A  clear  distinction'  exists  between  a  patronage  refund  declared 
as  a  definite  linbility  (as  described  in  pars.  572-57U  and  607-6IO)  and 
a  mere  allocation  to  each  patron  of  capital  reserves.     (Latter  are 
defined  in  par.  372S.)    Ordinarily  the  reserves  may  be  used  by  an  asso- 
ciation for  the  absorption  of  possible  fut'ore  operating  losses,  as 
discussed  in  paragraphs  370-371-     Therefore,  they  hardly  can  qualify  . 
as  definite  payables  or  liabilities.     To  be  in  that  class  they  must 
have  the  legal  and  corporate  foundation  outlined  in  paragraphs  572- 
57^  and  607-610. 

■    635*     To,  avoid  eimbiguity  it  appears  desirable  to  word  the  declara- 
tion resolution  so  as  to  clearly  make  the  refuoid  a  binding  account 
payable  of  a  definite  amount  not  subject  to  voluntary  appropriation 
or  reduction  by  the  association.     A  patronage  refund  handled  in  that 
manner  probably  would  be  considered  by  the  Bureau  as  properly  exclud- 
able from  gross  income  whether  or  not  it  had  a  maturity  date  before 
dissolution.     (liefer  to  pars.  Shk—ShS.)  .  .  . 

636.     It  is  recognized  that  some  classes  of  capital  reserves  arc 
not  established  with  the  intention  of  reducing  them  by  future  operat- 
ing losses.     Tha.t  type  includes,   for  example,  a  reserve  for  retire- 
ment of  mortgage  debt.    As  the  debt  is  reduced,  an  equivalent  portion 
of  the  reserve  changes  its  nature  and  becomes  a  general  reserve  for 
finsuicing  the  oiimership  of  the  mortgaged  asset.     The  over*vaH;-eiBomt 
is  not  reduced  as  the  original  reserve  fulfills  its  function.  Other 
reserves  in  the  same  class  are  those  that  provide  for  v^orking  capital, 
for  the  financing  of  owned  assets,  for  the  future  expansion  of  plant, 
etc. 

637-    Nevertheless,   those  reserves  probably  would  be  used  by  the 
average  cooperative  association. to  absorb  an  operating  loss  if  an 
adequate  reserve  for  the  latter  purpose  does  not  exist.     The  proce- 
dure in  such  a  case  depends  upon  the  stipulations  in  the  organiza- 
tion's legal  papers.     To  the  extent  that  such  reserves,  when  \ 
allocated  and  credited  to  patrons  as  a  payable,  are  reducible  by 
losses  prior  to  the  reduction  or  impairment  of  capital  stock  or  other 
capital  shctres,  they  probably  would  be  considered  indefinite  liabili- 
ties. 

638.     Tha  patrons'  equity  reserve  in  the  Midland  case  was  held  to 
be  a  true  liability.     Very  likely  it  was  deemed  a  payable  of  the 
unconditional  or  "irreducible"  tyj)e.     This  might  have  been  part  of 
the  foundation  for  the  Board's  favorable  decision.    Deopite  the  suc- 
cessxEul  exclusion  of  the  so-called  "reserve"  in  that  case,  it  seems 
quite  inadvisable  for  nonexcmpt  associations  generally  to  attempt 
the  accumulation  of  working  funds  through  "reserves,"  as  such .  The 
acquirement  of  such  funds  should  be  handled  as  explained  in  para- 
graphs  598-60^  and  65I. 


Pars.  633-638 


S  an  •  Joaqai  ni  6  ao  e  ?  o 

639 •     In  an  vmpublished  memorandum  opinion,  Docket  No.  103^08,  the 
Board  of  Tax  Appeals  on  June  18,  I9U2  ruled  against  the  taxpayer  in 
the  case  of  the  San  Joaquin  Valley  Poultry  Producers  Association  v. 
Commissioner  of  Internal  Revenue.     The  latter  had  disallowed  the  exclu- 
sion from  gross  income  of  savings  credited  to  certain  capital  reserves 
for  the  purpose  of  protection  against  future  possible  losses.  These 
credits  had  been  allocated  to  each  patron  on  a  patronage  basis. 

6^0.     The  findings  of  fact  included  the  following  expression  by  the 
Board: 

[A]    "No  amounts  credited  to  this  reserve  could  be  paid  out  with- 
out authorization  of  the  board  of  directors  of  the  petitioner. 
[B  ]  When  any  of  the  amounts  were  transferred  to  the  reserves  described 
above,  the  books 'showed  the  credits  to  such  reserves  but  there  was  no 
physical  segregation  of  cash  or  funds  representing  the  amounts  of 
these  reserves.    [C]  All  of  the  moneys  of  petitioner  were  kept  in  one 
fund. 

[D]     "The  policy  of  the  board  of  dii'ectors  was  to  authorize  payment 
to  members  whenever  the  financial  condition  of  petitioner  was  such 
that  the  amounts  credited  to  the  various  reserve  accounts  could  be 
paid  to  members  without  any  detriment  to  petitioner.    [E]  It  v^as  under- 
stood at  all  times  that  all  moneys  represented  by  the  reserves,  which 
were,  in  turn,  credited  to  the  various  accounts  of  the  members,  could 
be  used  by  the  petitioner  for  any  of  the  purposes  authorized  in  its 
■  by-laws.    [F]  But  if  these  amounts  were  to  be  used  by  petitioner  for 
payment  to  members  in  cash  or  interest-bearing  certificates,  the  pay- 
ment had  to  be  authorized  by  the  board  of  directors  of  petitioner. 
[G]  They  could  not  be  withdrawn  by  the  member  to  whom  it  was  credited." 
[Letters  in  brackets  have  been  added  to  facilitate  reference.] 

6U1.    The  Board's  formal  opinion  included  the  following  language: 

[H]    "It  is  conceded  by  respondent  [the  Commissioner]  that  the  peti- 
tioner was  a  cooDerative  association  carrying  on  business  on  a  non- 
profit basis,  and  that  all  petitioner's  earnings  and  assets  were 
ultimately  distributable  to  its  members,  but  he  contends  that  except 
to  the  extent  that  such  income  or  assets  were  subject  to  a  member's 
sole  command  during  the  taxable  year,  they  must  be  treated  as  belong- 
ing to  petitioner,  a  corporate  entity  distinct  during  its  existence 
from  its  constituent  members... 

Cl]     "It  is  true  that  the  petitioner  credited  to  its  patrons  on 
its  books  an  alic^uot  part  of  each  of  these  reserves,  but  in  each  case 
further  action  by  its  board  of  directors  was  necessary  before  any  por- 
tion of  these  reserves  could  be  made  available  to  the  members. 
CJ]  On  the  other  hand,  patronage  dividends  in  cash  or  certificates 
could  be  distributed  on  the  authority  of  the  resolution  declaring 
them,  without  more.    [K]  They  were  at  onco  thereby  subjected  to  the 
patron's  'unfettered  command'  (to  use  the  now  classical  phrase  of 
Holmes,  J.,  in  Corliss  v.  Bowers,  281  U.  S.  376)... 

Pars.  639-6^11 


-  139  - 


[l]     "Shren  a  statutory  deduction  [for  losses]  is  a  matter  of  legis- 
lative grace  and  not  of  right,  New  Colonial  Ice  Co.  v.  Helvering, 
292  U.  S.  ^35;  and  a  deduction  which  is  a  matter  of  administrative 
grace  necessarily  rests  upon  even  a  narrov-er  foundation.     [M]  When  a 
just  and  Intelligible  administrative  line  has  been  drawn  between  those 
reserves  of  a  cooperative  association  which  must  be  held  rebates  in 
order  to  satisfy  substantial  Justice  and  those  over  which  the  patron- 
member  has  no  control;  and  when  that  line  has  been  upheld  by  this 
Board  and  the  courts,  we  know  of  no  way  in  which  greater  liberality 
can  be  properly  accorded.     [N]  See  Cooperative  Oil  Assn.  v.  Commis- 
sioner, supra,  at  p.  668;  and  we,  therefore,  conclude  that  the 
deficiencies  must  be  sustained." 

[Letters  and  words  in  brackets  have  been  added.] 

6U2.    This  important  case  deserves  careful  study.    Apparently,  the 
main  reason  for  the  Board's  attitude  is  that  the  allocated  reserve 
credits,  in  its  opinion,  x^ere  indefinite  liabilities  or  indefinite  cap- 
ital equities.     The  Board  did  not  state  its  conclusion  in  that  exact 
laiiguage,  however.     It  took  occasion  to  mention  a  number  of  collateral 
factors  which  appear  in  the  foregoing  quoted  parts  of  the  decision. 
Whether  these  factors  actually  influenced  the  Board  is  not  clearly  shown. 
It  is  possible  that  some  of  them  were  mentioned  merely  in  an  incidental 
manner. 

6U3.     For  example,   items  B,  C,  and  E  in  the  quoted  transcript  give  the 
impression  that  allocated  credits  to  members  could  not  be  excluded  from 
gross  inriome  unless  an  equivalent  amount  of  cash  or  other  assets  of  the 
association  were  segregated  and  not  used  for  general  parposes.     It  is 
felt  that  the  Board  did  not  intend  to  create  that  impression.  Although 
asset  segregation  is  specifically  mentioned,  it  seems  likely  that  the 
intention  in  so  doing  was  to  indicate  that  the  reserves  were  reducible 
in  amount  if  and  v/hen  used  "for  any  of  the  purposes  authorized  in  its 
bylaws."    For  that  reason  they  should  be. classed  only  as  liabilities  of 
an  Indefinite  amount.    All  reserves  at  issue  in  the  Saxi  Joaquin  case 
were  indicated  clearly  to  be  of  the  type  which  provides  for  possible 
losses.     The  Board  apparently  did  not  entertain  any  belief  that  the 
allocated  reserve  credits  could  be  considered  as  capital  contributions 
(nontaxable) , 37/  probably  because  the  legal  papers  did  not  clearly  so 
provide. 

Skk.     Sentences  A,  D,  F,  G,  H,   I,  J,  and  K  might  be  thought  to  indi- 
cate that  any  savings  credit  which  is  payable  but  not  yet  due,  either 
with  a  fixed  maturity  date,  or  to  become  due  upon  dissolution,  or  upon 
a  date  to  bo  later  sot  by  tho  directors,  could  not  be  considered  aa  a 
definite  liability.     Thus  it  vfould  not  be  excludable  from  gross  income. 

^7/  Capital  contributions  v;ere  held  not  to  be  taxable  as  income  in 
the  cases  of: 

G-arden  Homes  Co.  v.  Commissioner,  6U  F.  2d  593  (1933)- 

Realty  Bond  &  Mortgage  Company  v.  United  States,  I6  F.  Supp.  771 

TTsJ^.   

Cambridge  Apartment  Building  Corporation  v.  Commissioner,  kk  B.T. A. 
216  CI941)." 
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The  Board  may  not  have  intended  to  give  that  impression.    Bather,  it 
is  believed  the  credits  concerned  were  ruled  nonexcludable  cither 
because  as  loss  reserves  the  amount  of  their  future  payment  was 
indefinite ,  or  because  the  association's  legal  structure,  in  the 
Board's  opinion,  did  not  cause  the  credits  to  become  true  liabili- 
ties nor  true  capital  contributions. 

6U5.    Where-  savings  credits  are  set  up  aa  definite  capital  contribu- 
tions or  Hs  definite  payables  to  members  or  other  patrons,  with  proper 
legal  support,  and  without  the  contingency  of  their  reduction  as 
described,  it  is  bcliered  they  will  not  be  regarded  as  statutory  income 
to  a  nonexempt  farmers'  Cooperative.     The  terms  "sole  command"  and 
"unfettered  command"  as  quoted  by  the  Board  to  describe  the  payee's 
rights,  are  believed  to  be  fulfilled  where  a  definite  legal  obligation 
to  make  patronage  refunds  exists  on  the  part  of  the  association,  v/hether 
or  not  the  liability  is  currently  due  and  whether  it  has  a  fixed  matu- 
rity date  or  is  paybible  only  upon  dissolution. 

The  Board's  reference  in  sentences  I,  J,  and  K  seems  to  create 
some  doubt  as  to  whether  the  refusal  to  permit  the  association  to 
exclude  the  described  amounts  from  its  gross  income  was  based  on  the 
opinion  that  a  definite  liability  to  make  a  refund  drid  not  exist  and 
had  not  been  declared  by  specific  action  of  the  directors,  or  because 
the  directors  simply  had  not  yet  set  a  maturity  date  on  the  credits  in 
question.     The  writers  believe  that  the  mere  lack  of  a  maturity  date 
was  not  the  point  at  issue. 

6U7.     In  sentence  L,  the  Board  cites  a  case  which  centered  entirely 
upon  whether  a  particular  type  of  loss  not  connected  with  a  reservo 
was  deductible  by  a  taxable  commercial  corporation.     This  analogy 
apparently  was  dravn^so  as  to  preclude  from  consideration  as  a 
deductible  expense  the  charge  from  which  the  reservo  credits  'orig- 
inated.    It  is  believed  not  to  apply  to  true  patronage  refunds  pay- 
able.   Technically,  the  latter  cannot  be  considered  as  deductions 
from  gross  income.     Rather,  when  properly  authorized  and  handled, 
they  are  exclusions ,  as  they  do  not  represent  income.     (See  pars. 
566-567.) 

Noncash  Payment  of  Refunds  ■ 

The"  manner  of  paying  a  patronage  refund,  whether  by  cash  or 
in  noncash  forms,  is  a  matter  v^hich  the  writers  believe  is  entirely 
within  the  scope  of  agreement  betv/een  an  association  and  its  members, 
or  bther  affected  patrons.     There  are  no  statutes,  rulings,  or  deci- 
sions known  to  the  writers  which  indicate  that  the  form  of  payment 
alone  would  detrimentally  affect  an  association's  claim  to  exclude 
an  obligatory  patronage  refund  in  computing  the  income  reported  for 
Federal  taxation. 

6U9.    Noncash  forms  of  payment  would  include  notes,  bonds,  certifi- 
cates of  capital  stock;  of  indebtedness;  of  investment;  of  equity; 
and  similar  instruments. 
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650.  When  an  association's  legal  papers  oblige  it  to  make  i*efunds  in 
cash  and  it  then  offers  payment  in  another  form,  such  offer  may  or  may 
not  be  acceptable  to  individual  patrons.     Some  might  accept  and  others 
might  reject  the  tender.     This  situation  in  no  way  should  affect  an 
association's  claim  to  exclude  the  refunds  from  gross  income,   for  the 
taxing  authorities  are  interested  only  in  the  existence  of  a  liability 
to  pay,  rather  than  in  the  f orm  of  payment. 

651.  Associations  which  desire  to, build  up  th^ir  v/orking  capital 
should  see  that  authority  e±ists  in  the  bylaws  either  for  the  deferment 
of  the  maturity  of  refunds;  for  their  payment  in  noncash  form;  or  for 
the  automatic  conversion  of  annual  overages  into  loans  or  capital  con- 
tributions from  patrons.     (See  fuller  discussion  of  plajis  for  obtaining 
v/orking  capital  in  pars.  59 2- 60^  and  638.) 

Iowa  Ruling 

b52.     A  ruling  was  made  by  the  Commissioner  in  1938,  known  as  I.T. 
32O8  (C.B.  1938-2,  127)  which  regarded  patronage  refunds*of  deferred 
maturity  the  same  as  capital  shares.     That  ruling,  however,  was  mad© 
with  reference  only  to  "cooperative  corp'^rations  organized  and  operat- 
ing under  chapter  390-G-l  of  the  Code  of  Iowa,  1935." 

653*     Under  the  ruling,   such  corporations  are  permitted  to  exclude 
from  gross  income  their  savings  allocations  to  members  (not  including 
any  gain  made  on  nonmember  business)  when  handled  as  "deferred  patronage 
dividends,"  not  payable  until  dissolution.     The  holders  of  such  credits 
are  tantamount  to  a  "third  class  of  shareholders,"  according  to  the 
ruling.     No  capital  certificates  had  been  or  were  to  be  issued,  mere 
book  credits  evidencing  the  equities  concerned.  .  ■ 

65^-     While  this  ruling  technically  is  applicable  only  to  the  Iowa 
cooperatives  mentioned,   it  is  believed  by  the  writers  that  the  principles 
involved  would  be  held  to  apply  generally  under  similar  circumstances. 
This  v'ould  be  true  particularly  where  an  appropriate  foundation  exists 
in  an  association's  legal  papers.     (See  pars.  598-599-) 

655-    Under  the  Iowa  Code  mentioned,  associations  are  barred  froin  the 
payment  of  patronage  refunds  to  nonmembers  in  either  cash  or  capital 
equities.     However,   in  some  other  States  the  "deferred  patronage  divi- 
dend" plan  could  be  extended  to  include  noninembers It  is  possible, 
however,   the  Bureau  might  rule  that  in  order  to  exclude  the  nonmember 's 
equities  from  an  association's  gross  income,   the  latter  must  have  an 
agreement  with  the  nonmembers  on  the  acceptance  of  capital  equities  in 
lieu  of  cash..    (See  also  pars.  307  and  577-578.) 

Impaired  Capital 

^5^  Practically  all  of  the' State  laws  prohibit  a  corporation  from 
declaring  or  paying  a  cash  dividend  on  capital  stock  when  this  action 
impairs  its  formal  capital  or  its  capital  stock,  or  when  it  increases 
such  an.  impairment .     Such  a  provision  protects  the  interests  of  credi- 
tors.    It  is  entirely  possible,   if  not  probable,  that  the  Courts  would 
apply  this  same  theory  in  the  case  of  patrons'  refunds  declared  payable 
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in  cash  "by  a  cooperative  association  while  a  capital  impairment  exists. 
At  least  this  seems  possible  whenever  outside  creditors  exist. 

657-    Nonexerapt  associations  in  that  position  nevertheless  prohahly 
coijild  exclude  from  ^ross  income  a  patronage  refund  of  savings  which  is  . 
declared  payable  in  capital  stock  of  the  association  or  in  other  types 
of  capital  equities.     Such  a  course  would  not  detrimentally  affect  out- 
side creditors,   since  the  association's  assets  are  not  distrabed  or 
reduced  thereby.     (See  par.  k02.) 

Retirement  of  Squities 

6^6.    Exempt  cooperatives  are  req-oired  to  treat  nonmembers  the  same  as 
members  in  business  dealings.    Except  as  may  be  involved  in  the  situa- 
tions discussed  in  paragraphs  670-67^,  equal  treatment  of  nonmembers  is 
not  obligatory  upon  a  tax-paying  farmers'  cooperative.     Thus,  it  is 
believed  that  if  capital  equities  or  capital  shares  s,re  owned  by  both 
members  and  nonmembers  (assuming  the  latter  would  hold  only  nonvoting 
shares)  there  is  nothing  to  prevent  the  retirement  (payment  in  cash)  of 
a  portion  of  the  members'  capital  shares,  while  shares  owned  by  non- 
members  ar?  not  so  retired.     Such  a  procedure  may  not  be  followed,  of 
course,  if  it  is  contrary  to  the  association's  bylaws  or  tc  the  State 
law.- 

Effect  on  Patrons 

059.     Kov/.  and  when  should  patrons  report  for  income  taxation  their 
share  of  a  refund  declared  by  a  nonexempt  association?    \Yhether  the 
refund  is  paid  in  cash,  in  written  obligations,  or  in  capital  equities, 
the  answer  is  the  same  as  is  applicable  to  an  exempt  cooperative's 
patrons.     This  is  covered  in  pars.  ])0o-]>13  •     (See  also  pars.  577,  578, 
and  655 • )  ■ 

Notification  to  Patrons 

660 .     Is  a  nonexempt  cooperative  required  by  the  Income  Tax  ilegula,- 
tions  to  send  out  notices  to  its  patrons  concerning  the  amount  of  savings 
placed  to  their  credit?    There  is  no  such  requirement.     It  is  a  good 
practice,  hov/ever,  to  make  these  notifications  •     (Refer  to  a  similar  dis- 
cussion in  pars . 

Cancelation  of  Credits 

bbl.     Wh-ire  patron  credit  holders  or  other  pavees  cannot  be  located  at 
the  last  kncnm  address,  their  portion  of  savings  refunds  and,  in  fact, 
any  other  amounts  owing  to  them,  should  remain  credited  indefinitely,  or 
until  disL«o l.ution.     If  desired,  ho\i?ever,   such  credits  could  be  written 
off  by  ar. •  association  after  lapse  of  the  period  of  limitations  set  by 
State  ].£■.;.     (See  pars.  33^-337  for  further  information  on  this  subject.) 
They,  01  course,  also  could  be  written  off  if  and  vhen  forgiven  by  the 
payee . 

662.     If  these  credits,  when  set  up  originally  by  a  nonexempt  copera- 
tive,  were  of  such  a  nature  as  to  liave  paused  a  reduction  of  taxable  income. 
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then,  in  the  year  of  later  write-off,   they  must  be  reported  for  taxation 
as  income. 58/     )Vhere,  following  such  action,  the  ps^'ee  is  located  and 
the  amount  is  paid  thereto,  it  may  in  that  year  again  be  deducted  in 
computing  taxable  income. ^^s/ 


58/  Cash  deposits  made  by  the  customers  of  a  f;as  company  were  so  ruled 
upon  in  the  case  of  Boston  Consolidated  Gas  Company  v.  Commissioner, 
128  r.  2d  ^73,  decided  May  29,  I9U2.  ' 

Par.  6^2 


Computation  and  Accounting  Requirements 

an try  of  Refund 

663.  It  is  important  from  the  Bureau's  viewpoint,  as  an  indication  of 
an  association's  exact  intentions,  that  the  actual  dollar  amount  of  the 
determined  refund  be  accrued  and  entered  to  the  credit  of  each  patron  on 
the  association's  "books  as  of  the  last  day  of  the  concerned  fiscal  (tax- 
able) year.  Furthermore,  the  refund  should  be  reported  as  a  separate 
payable  item  on  the  balance  sheet  shown  in  the  organization's  income  tax 
return. 

Divir-ion  of  Savings 

66U.     The  rule  seems  well  settled  by  a  number  of  Board  and  court  deci- 
sions that  a  nonexempt  cooperative  is  not  permitted  to  exclude  from  its 
gross  income  for  taxation  purposes  any  portion  of  patronage  refunds  which 
is  not  attributable  to  the  business  actually  done  with  the  refundees. 
(See  also  pars.   ^69-570.)     This  principle  applies  not  only  to  refunds 
set  up  as  payable  at  the  close  of  a  fiscal  year,  but  also  to  any  refunds 
paid  within  the  year 

6^5'     III  the  published  cases  on  the  subject,  and  according  to  the  offi- 
cial method  described  in  the  Bureau's  ruling  A.R.R.  ^9^7  made  in  192^ 
(C.B.  III-l,  2S7)»  the  net  savings  on  the  two  groups  of  patrons  (usually 
members  received  refunds,  while  nonnienbers  did  not,,  or  the  latter  v/ere 
paid  at  a  reduced  unequal  rate)  were  estimated  for  each  group  on  a  basis 
proportionate  to  their  relative  volume  of  business.     Thus  it  is  assumed 
that  transactions  with  the  tv;o  groups .  (mer.bers  and  nonmer.bers)  result  in 
an  equally  gainful  rate  of  net  savings.     (See  pars.  670-67^.) 

Business  Volume  Pases 

666.  The  amount  of  business  as  a  base  for  the  division  of  savings  is 
measured  by  the  dollar  volume  or  by  the  unit  volume  (bushels,  pounds, 
boxes,  etc.)  of  products  bought  from,  handled  for,  or  purchased  for 
(sold  to)  patrons.     If  the  accounts  are  kept  so  as  to  indicate  the  gross 
margins  derived  from  each  patron,  such  margins  less  allocated  operating 
expenses  would  provide  an  equitable  base  for  the  division  of  savings. 
(See  pars.  269-273.)    For  a  service  organization,  the  basis  would  be  the 
dollar  amount  of  service  fees  received  from  patrons. 

Actual  Savings  Basis 

667.  Where  the  accounting  records  of  the  association  are  kept  in  such 
a  way  as  to  show  clearly  and  fairly  the  net  savings  derived  from  member 
and  nonmember  transactions  separately,  and  such  separation  is  based  on 
sound  accounting  principles,   the  actual  savings  on  each  group  undoubtedly 
would  be  a-cceptable  to  the  Bureau  as  a  base  for  determination  of  exclud- 
able patronage  refunds.     In  the  absence  of  such  definite  proof,  the 
formula  outlined  in  paragraph  665  must  be  used. 


Pars.  663-667 


-  - 


Period  of  Accounting; 

SbZ.     Section  19.41-U  of  Incoine  Tax  Regulations  103  includes  the  follow- 
ing laji^iiage: 

"The  return  of  a  taxpayer  is  made  and  his  income  computed  for  his 
tayahle  year,  which  in  ^^eneral  means  his  fiscal  year,  or  the  calendar 
year  if  he  has  not  established  a  fiscal  year." 

669.  This  applies  to  corporations  and  to  taxable  farmers'  cooperatives, 
as  v/ell  as  to  individuals.  Not  only  must  accountini?  be  confined  to  yearly 
periods  for  purposes  of  computing  taxable  income,  but  patronage  refunds  to 
be  eycludable  from  gross  income  in  a  particular  year  must  be  based  only  on 
the  f atronage  volume  and  savings  of  that  year  or  of  the  preceding  year. 
(This  is  explained  Laore  fully  in  pars.  61U--617.  See  also  pars.  2^0k  and 
265-P57.) 

Nonexcludable  Refunds 

670. If  a  nonexempt  cooperative  closes  its  fiscal  year  with  an 
(apparent)  operating  loss,  it  is  subject  nevertheless  to  income  tajces  if 
savings  derived  from  nonmember  business  actually  v/ere  refunded  during  the 
year  to  members.    At  least  the  j/Ortion  of  such  refunds  whicii  was  derived 
from  gain  on  nonmember  transactions  would  be  considered  a  taxable  profit. 

Indirect  Distributions 

671.  If  a  nonexempt  association  sustains  a  net  loss  in  a  particular 
year,  which  loss  includes  a  gain  on  nonraember  transactions,  the  latter 
gain  might  or  might  not  be  taxable.     If  that  gain  resulted  from  deliberate 
price  discrimination,  it  might  be  deemed  taxable  by  'ihe  Bureau.     On  the 
other  hand,  the  described  gain  probably  would  not  be  taxable  if  it 

.resulted  from  mere  price  differences  of  a  nondiscriminatory  character. 

672.  Unlike  exempt  cooperatives,  taxable  associations  are  not  obliged 
under  the  Income  Tax  Regiilations  to  treat  nonmembers  the  same  as  members. 
However,  they  mrast  pay  an  incom.e  tax.  on  any  portion  of  savings  distri- 
buted to  certain  -natrons  which  is  derived  from  transactions  with  other 
patrons.     (See  pars.  5^9-570  and         )     Thus,  in  the  foregoing  exajrjple, 
any  gain  on  nonmembers  which  arose  from  price  discrimination  might  be 
considered  as  indirectly  "distributed"  to  members  by  virtue  of  the  loss 
on  their  business  vrhich  arose  from  overpayments  or  undercharges  to  mem- 
bers.    Such  indirect  distributions  could  exist,  of  course,  not  only  where 
the  operations  for  a  particular  year  resulted  in  a  net  loss,  but  also 
where  a  net  savings  occurred. 

673.  One  ruling  made  in  192^  on  this  subject  by  the  Solicitor  of 
Internal  Revenue,  S.M.  2595  (C.B.III-2,  2U1) ,  reads  in  part  as  follows: 

"Furthermore,  the  profit  made  by  the  company  upon  sales  of  lumber  to 
nonmembers  constitutes  taxable  income  to  the  company  irrespective  of  the 
fact  that  such  profits  v;ere  used  to  reduce  the  cost  of  the  articles  pur- 
chased by  members,  or  were  directly  returned  to  members  in  the  guise  of 
patronage  dividends." 
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67^.     Tlie  remainder  of  the  context  if^ives  no  particular  indication  as  to 
the  exact  meaninf:  or  significance  of  the  phrase  "to  reduce  the  cost  of 
the  articles,"  but  it  ceens  to  have  a  rather  "broad  implication.     It  even 
mi,~ht  be  thought  to  refer  to  gains  arising  not  only  frosi  price  discrimina^ 
tions  but,  as  well,  from  ordinary  price  variations. 

Allocation  of  Annual  Losses 

675.     There  are  no  published  rulings  to  indicate  whether  or  not  the 
Bureau  is  concerned  with  the  methods  used  by  a  nonexenjpt  cooperative  in 
allocating  an  annual  loss  to  its  members  or  other  patrons.     So  far  as  is 
now  known,  there  would  be  no  objection  to  any  of  the  procedures  outlined 
in  paragraphs  39^-^01. 

Patronage  Records 

^7^.     Local  revenue  agents,  vrhose  duty  involves  a.uditing  the  books  of 
nonexempt  cooperatives  for  tax  purposes,  usually  urge  that  a  definite 
record  such  as  a  lodger  be  maintained  for  the  purpose  of  tabulating  the 
yearly  volume  of  business  done  ^^dth  each  patron  (that  is,  purchases  from, 
products  sold  or  handled  for,  or  sales  to,  each  patron).     It  is  advisable 
to  keep  a  record  of  tha.t  type,  for  in  no  other  effective  manner  can  a 
cooperative  prove  the  percentage  of  business  done  v;ith  nonmeirbers,  this 
being  a  necessary  factor  in  the  calculation  of  excluda,ble  refunds  when 
such  refiinds  are  made  only  to  members.     (See  pars.  ) 

Extraneous  Income,   Capital  Trains ,  Losses,  etc. 

b77.     Any  tyve  of  net  income  or  net  gain  received  or  realized  by  a  non- 
exempt  cooperative  vrhich  is  not  refunded  or  set  up  to  be  refunded  to  the 
payers  thereof  is  believed  to  be  taxable  as  income  to  the  cooperative. 
This  applies  whether  or  not  such  income  is  distributed  "in  the  guise  of 
patronage  dividends"   (see  quotation  in  par.  673)  to  the  association's 
regular  patrons. 

67s.     Some  associations  have  regularly  recurring  income  of  that  type  in 
the  form  of  rents,  interest  and  dividends  on  outside  investments,  etc. 
Gain  arising  from  the  sale  of  capital  assets,  or  of  a.ny  assets  excluding 
trading  types  such  as  inventories,  is  in  that  class.     (See  pars.  1^1-1^8 
and  3^0-393  ^or  a  discussion  of  nonoperating  and  capital  gains  and  losses 
from  the  viewpoirt  of  tax-exempt  cooperatives. ) 

679.     If  the  normal  operations  of  a  nonexempt  cooperative  in  a  particu- 
lar fiscal  year  result  in  a  loss,   such  loss,  in  calculating  taxa^ble  income, 
is  deductible  from  any  nonoperating  or  capital  gain  which  arose  in  the  same 
year.     Likewise,  for  tax  purposes,  an  operating  gain  (savings)  is  reducible 
by  a  nonoperating  loss.     A  capital  loss,  hov/ever,  as  defined  in  the  19^1 
Revenue  Act,  is  not  deductible  in  all  cases. 

Departmental  Accounting 

^?0.     Ir/here  a  separate  accounting  is  maintained  for  each  department  of 
activity,  it  is  believed  the  Bureau  will  permit  the  exclusion  of  patronage 
refunds  from  gross  incom.e  whether  the  refunds  are  calculated  for  each 
department  separately,  for  groups  of  departments,  or  for  all  departments 
combined.     The  results  by  departmeiits,  of  course,  should  be  based  on  rea- 
sonable and  sustainable  allocations  of  indirect  and  overhead  expenses,  in 
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accordance  with  sound  acdounting  principles.     No  definite  rulings,  how-  . 
ever,  have  "been  published  on  this  subjeeti 

Federal  Taxes 

6gl.    A  nonexempt  association^  although  it  may  be  operated  in  such  a 
manner  as  to  have  little  or  no  income  subject  to  Federal  taxation,  must 
pay  the  full  amount  of  capital  stock  tax,  documentary  stamp  tax,  and 
social  security  tax* 

682.  A  recent  decision  of  the  Board  of  Tax  Appeals  ^  laid  down  the 
principle  that  a  nonexempt  association  may  base  the  allowable  exclusion 
for  patronage  refunds  on  the  net  savings  (net  income)  arrived  at  before 
any  deduction  is  made  for  paid  or  accrued  Federal  income  tax,  excess 
profits  tax,  emd  declared  value  excess  profits  tax.     The  opposite  treat- 
ment, once  demanded  by  the  Bureau,  resulted  in  the  reduction  of  the 
excludable  amount  of  patronage  refunds  and  thus  increased  the  amount  of 
income  tax  to  be  paid.     The  full  effect  of  this  situation  is  illustrated 
iR  the  hypothetical  calculation  shown  in  paragraph  688, 

Dividends  on  Capital  Shares 

683.  Dividends  paid  or  accrued  by  a  nonexempt  cooperative  on  capital 
stock,  or  in  the  case  of  nonstock  associations,  interest  on  whatever 
capital  equities  exist,  is  not  classed  as  an  operating  expense  under  the 
Income  Tax  Regulations  and  therefore  may  not  be  deducted  in  calculating 
taxable  income. 60/ 

68U.     On  the  other  hand,  interest  paid  on  any -indebtedness  is  deductible 
as  an  operating  expense  by  taxable  cooperatives.     Because  of  this,  some 
cooperative  advisers  have  considered  the  possibility  of  converting  part 
or  possibly  all  of  an  association' s  capital  shares  into  some  form  of 
indebtedness,  such  as  long-term  bonds,  with  a  provision  for  interest 
thereon  payable  only  at  the  option  of  the  association. 

685.  Sometimes  it  is  difficult  to  distinguish  between  an  equity  capi- 
tal share  and  a  liability  to  patrons.    No  definite  rulings  specifically 
applicable  to  cooperative  situations  have  been  published  on  this  subject 
other  than  the  one  discussed  in  paragraphs  652-655.     (See  also  pars.  5^2- 
528.) 

686.  When  figuring  the  excludable  amount  of  patronage  refunds,  the 
Bureau  requires  that  dividends  or  interest  on  capital  shares  must  be 
deducted  first  from  tentative  net  savings. 61/    The  calculation  illustrated 
in  paragraph  688  explains  how  this  applies.     This  treatment  results  in  the 
application  of  such  items  pro  rata  to  both  member  and  nonmember  business. 

59/ Farmers  Union  Cooperative  Exchange  v.   Commissioner,  42  B.T.A.  1200 
(19^). 

60/    Fruit  Growers  Supply  Co.  v.  Commissioner,  21  B.T.A.  315  (I930). 
Aff.  56  F.  2d  90  (1932).  " 

61/  Valparaiso  Grain  &  Lumber  Co.  v.  Commi ssioner,  UU  B.T.A.  125  (I9U1). 
See  also  A.R.R.  6967  (C.B.   III-l.  287)  (1924). 
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687.  It'  further  has  the  effect  that  capital  dividends  or  interest  is' 
always  considered  by  the  Bureau  to'  have  been  derived  from  the  current 
year's  earnin/^s  to  the  extent  thereof,  and  not  from  those  of  past  years  62/ 
(as  they  jnay  exist  in  an  aesociation' s  reserves)  even  though  the  expressed 
intention  of  the  association' s  directors  may  be  entirely  to  the  contrary. 

Tax  Calculation  Illustrated 

688.  An  example  of  the  method  for  computing  a  nonexempt  marketing  coop- 
erative's  taxable  income  for  a  particular  year  is  shov/n  hereunder.  In 
this  hypothetical  case  it  is  assumed  the  organization  operatfes  on  a  'mi- 
form  selling  commission  basis;  does  not  keep,  records  of  the  net  savings 
on  member  business  and  nonmember  business  separately;  and  makes  patronage 
refunds  only  to  members. 

Calculation  of  Patronage  Division 

Members.    Konm  embers  Total 

Proceeds  derived  from  sale  of  Tjatrons' 

products     $50,000        $75,000  $125,000 

Less:  Payments  made  to  patrons  for 

pro-^.ucts  received       Up', QOQ         60.OOO  100.000 

Retained  by  the  association  as  a  selling 

commission  to  provide  for  estimated 

expenses,  operating  margins  and  capital 

reserves  '   $10,000       $15,000  $25,000 

Percentage   hpf,  .   60^  100^ 

NOTE:     The  association-  during  the  year  paid  a  patronage  refund  of  $2,000 
to  members  only,  resulting  from  this  year's  business.     That  $2,000  was 
paid  in  addition  to  the  $Uo,000  shov/n  above. 

Calculation  of  Patronage  Refund  Allov/able 
As  an  Exclusion  From  Gross  Income  in  Arriving  at  Taxable  Net  Income 

Selling  commissions  retained  from  proceeds  of  the  sale  of 
patrons'  products  (as  above)  -  commonly  termed  "gross 
income,  or  "tentative  gross  income"    $25,000 

13ote:  This  assumes  there  v/ere  no  other  forms  of  gross  income. 

Le-s:  Actual  operating  expenses  of  a  natiire  permitting  their 
deduction  for  income  tax  purposes.     This  includes  Federal 
capital  stock  tax  paid  or  accrued  for  the  current  taxable 
year,  but  does  not  include  Feceral  income  tax,  surtax, 
excess-profits  taix  and  declared  value  excess-profits  tax  ■    15> OOP 

ITet  savings  for  the  year     $10,000 

Less:  Dividends  paid  or  accrued  on  capital  stock  during  the 

year  ..:   U.OOO 

Balance  of  net  savings  (before  Federal  income  taxes)   $6,000 

Kaximum  amount  of  patronage  refunds  excludable  from  gross  '.  1  ' 

income  -  the  portion  of  $6,000  attributable  to  member 

business,  or  ^0'%,  according  to  the  table  above   $2, UpQ 

6p/     See  pr.ge  3^7  of  Income  Tax  Reflations  I03. 
Pars.  6S7-b8.3  ' 
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Versus : 

Airount  of  patronage  refunds  pair  or  declarer'  on  thi?  year's 
business : 

Paid  to  members,  only,  durin£:  the  year   $2,000 

Declared  and  set  up  as  payable  to  mer.ber?,   only,  at 

clope  of  the  year   1,0^        S3, OOP 

Since  the  $3.00*^  in  refunds  to  members  exceeds  the  maximum 

amount  excludable  from  ^ross  income,  such  maximum  becomes 

the  actual  amount  excludable,  or   ^?,^00 

Note:  If  the  refunds  paid  and  payable  to  members  had  been  i^2,000,  instead 
of  $3,000,  then  only  $?,000  would  be  allowable  8,s  an  exclusion  frcm  gross 
income. 

Calculation  of  Taxable  Income 


Tenta-tive  ^rross  income  (from  above)   i?5»C00 

Less:  Excludable  patronage  refunds  (from  above)   2,Uoo 

True  fi:ro?s  income  !.....  „.._     $22,o00 


Less:  Actual  operating:  expenses  of  allowable  nature 

(from  above)   1^,000 

Taxable  net  income  ,   ^OQ 


ITote:  On  this  ^7,S00  it  is  a?suined  there  vere  accrued  within  the  taxable 
year  the  Federal  declared  value  excess-profits  tax,  if  any;  the  Federal 
excess-profits  ta.x,  if  any;   the  Federal  normal  income  tax,  end  surtaj?'.. 
Those  taxes  for  the  current  year,  or  any  such  taxes  paid  during  the  cur- 
rent year  for  a  prior  ta.xable  year,  do  not  and  should  not  arjpear  in  any 
of  the  foregoing  calculations.     This  does  not  apply  to  the  current  taxable 
year's  Federal  capital  stock  tax  (based  as  of  June  JiC).     The  latter  tax  is 
assumed  to  be  included  in  the  allowable  operating  eroenses  of  $153.0<^0. 

State  income  tajr,  if  any,   should  appear  in  the  fore'^oinf';  calcula- 
tions 'i?  such      tax  is  deductible  in  corrruting  income  for  Federal  taxation. 


Par .  bS3 
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PjLHT  IV 


iiOiriXSivPT  7.  STATUS 

Lain  Pi stihcti ens 

6S9.     The  folloi\dng  diagram  "briefly  surmr.arizes  the  r.ain  differences 
"betv/een  a  taxable  and  an  exempt  statar.  for  a  farmers'   cooperative  asso- 


ciation: 

•  •     -  1 

A  I'ionexempt  Association             |              An  ixemrt  Arsociption, 

^                                         F.egardin,^  Federal  Taxes 

• 

I!ust  file,  annual  returns  cover- 
ing Federal  incoire,  excess-profits 
and  declared  value  excess-profits 
taxes. 

Kust  apply  for  exemption  letter; 
thereafter  need  not  file  such  tax 
returns  so  long  as  statutory 
reouirei-;ents  are  met. 

I-'ust  report  to  Coir,:ni ssioner  any 
imnortant  chan,c:es  in  scope  of 
activities,  etc. 

Should  renev/  letter  of  exe.^nrjtion 
every  3  or  5  .ye^rs. 

fiii''a+',  T^av  t'np  foTP/'ni  np"  tnxp«! 
any  taxalile  incorce,  to  wit: 

iTonoTjerstinp"  nr  extraneous 
incone  and  capital  ^-ains.; 

Reserved  operstin^  earninfcs; 

All  operating  earnin^'s  not  dis- 
tributed in  a  certa.in  rianner; 

All  earninc,'s  distributed  as 
dividends  or  interest  on  capi- 
tal share?; 

All  earning''  on  nusiners  done 
for  U.S.A.  or  its  agencies,  if 
not  refunded  to  them. 

Does  not  pay  such  taxes. 
No  tax. 

Ho  tax  (but  see  lir;it  below). 

Lust  allocate  operating  savings  to 
all  patrons  on  a  patronage  basis. 

No  tax  (but  see  liii.it  belo'O- 

I^ay  return  saving;?  on  such  business 
to  other  patrons  on  a  patronage 
basi  s . 

Must  file-  annual  return  a.nd  ^ay 
Federal  carjital  stock  tar,  in  full. 

Is  not  required  to  file  return, 
nor  to  pay  this  tax. 

I-:ust  Durchose  and  affix  Federal 
stamiDs  to  certain  documents. 

Is  not  rea^aired  to  purchase  and 
af f i X  such  s t am-C' s . 

^'uvt  Da;'  social  security  t;'.x, 
In  full. 

Has  a  very  limited  exemrtion  from 
this  tax. 

- 

i^ar..o89  (Continued) 
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A  iTonexempt  Association 

An  Exempt  Association 

Regarding  federal  Taxes  (Concluded) 

Must  maintain  each  year  its  legal 
and  corporate  "basis  for  excluding 
refunds  from  gross  income. 

Is  not  required  to  take  an;'  cor- • 
porate  action  yearly,  but  must 
have  legal  and  operating  proce- 
dures of  a  cooperative  nature. 

May  pay  any  rate  of  dividends  or 
interest  on  capital  shares  (but 
is  taxed  on  amounts  so  paid  or 
accrued ) . 

Must  limit  this  rate,  as  stipu- 
lated in  statute. 

May  have  unlimited  capital  reserves 
(but  is  taxed  thereon). 

Must  limit  such  reserves  and  must' 
allocate  them  to  patrons  on  a  • 
patronage  basis. 

Must  m.aintain  patronage  records. 

Must  maintain  patronage  and 
allocation  records. 

Kay  be  owned,  and  controlled  by 
Gui.^   oype  u±  persons. 

Must  be  substantially  controlled 
by  producer— pat rons • 

 1 

May  operate  in  part  commercially 

and  in  part  cooperatively. 

Must  operate  cooperatively. 

May  engage  in  any  type  of  busi- 
ness* 

Must  restrict  business  to  certain 
stipulated  purposes. 

May  do  any  proportion  of  its  busi- 
ness v;ith  members  or  nonproducers . 

Must  restrict  such  dealings  to 
stipulated  limits. 

At  present,   is  permitted,  in  cal- 
culating income  and  related  taxes, 
to  carry-over  losses  for  tvo  con- 
secutive years  as  e  deduction  from 
savings  for  a  third  year. 

Virtually  has  a  continuous  carry- 
over privilege,   since  losses  are 
charged  to  reserves.     To  that 
extent  the  resei-ves  will  not  ulti- 
m^ately  be  taxed  in  the  hands  of 
patron-Owners . 

Regarding  State  Incomie  Taxes 

Must  pay  State  income  taxes  (if 
located  in  a  State  having  such  a 
tax)  unless  the  State  reauire- 
ments  can  be  met. 

Usually  is  granted  exemption  by 
State  authorities  from  the  pay- 
ment of  State  in  ome  taxes.  (How- 
ever, som.e  States  do  not  grant 
income  tax  exemption  to  farmers' 
cooperatives . ) 

Par.  6g9 


Part  V 


( Forms  109"^'  and  1099) 

Must  Heport  Payments 

690.    All  tyTjes  of  business  orga.ni^ations,  incladin,s;  farm  cooperatives 
Vfhether  tax-exempt  or  not,  are  required  "by  the  Federal  statutes  under 
penalty  to  file  annually  "Information  Returns"  on  the  Treasury  Depart- 
ment's Forms  IO96  and  1099.     These  call  for  the  reporting  in  detail  of 
salaries,  other  remuneration,  interest,  rent,  and  certain  other  fixed 
paympnts,   etc.,  made  to  individual  persons  during  each  calendar  year  above 
certain  amounts  stipulated  in  Section  ikj  of  the  Internal  Revenue  Code  of 
19^1.     The  returns  for  each  year  must  be  forwarded  to  the  Cor.mi ssioner  of 
Internal  Revenue  at  Washington,  D,   C.<,  on  or  before  February  I5  of  the 
following  year. 

Dividends  and  Distributions 

Section  1^8  of  the  Code  also  reouires  the  reporting  on  Forms  IO96 
and  1099  of  any  "dividends  and  distributions  a.ri?^ing  out  of  earnings" 
p;^id  to  each  "shareholder"  in  the  amount  of  3100  or  more  during  each  cal- 
endar year.     The  narie  and  addrefes  of  each  payee  must  be  given,  in  addi- 
tion to  the  ajr.ount  actually  paid. 

69?.    According  to  informal  advice  recently  received  from  Bureau  off i- . 
cials,  Section  1^8  does  not  apply  to  the  refunds  (sometimes  called 
patronage  dividends,  etc.)  made  by  a  farm  cooperative  to  its  patrons  on 
a  patronage  basis.     Neither  does  it  aprily  to  the  proceeds  turned  over 
to  Toa^trons  from  the  sale  of  their  products.     Such  payments,  however,  along 
with  patronage  refunds  thereon,  increase  the  taxable  income  of  any  indi- 
vidual producer  whose  total-  income  -olaces  him  in  the  taxable  class. 

^^3*     '^^6  reporting  requirement  under  Section  lU?  definitely  does  apply 
to  a  fp.rm  coo'oerative  where  any  earnings  distributions  are  made  on  a  non- 
patronage basis.     For  example,  dividends  on  an  association's  capital 
stock,  or  similar  distributions  oaid  by  a  nonstock  cooperative  (which  may 
"be  termed  dividends,  interest,  or  otherwise)  on  a  basis  proportionate  to 
the  holdings  of  any  type  of  capital  or  membership  shares. 


Pars.  690-693 


A  P  ?  S      D  I  X 


S3L3CT3D  .SXG3RPTS  FROM  IjTSHNAL  itSVEIUE  CODS  OF 
(FROM  SilCTIOlI  101  TE3HE0F,  ilNTITLSD  "SDLDJvjPTIOilS  FP.OM  TAX  ON 
C03P0HATI0NS")  MD  FROM  lilCOMS  TAX  HilGULATIONS  103  19^1 


Regulations  Section  I9. 101-1 
Proof  of  axemption 
(As  Amended  by  T.D.  5125,  March  5,  I9U2) 

A  corporation  is  not  exempt  merely  "because  it  is  not  organized  and 
operated  for  profit.     In  order  to  establish  its  exemption  it  is  neces- 
sary that  every  organization  claiming  exemption  file  with  the  collector 
for  the  district  in  vhich  is  located  the  principal  place  of  ousiness  or 
principal  office  of  the  organization  an  affidavit  or  a  questionnaire  as 
set  forth  helov/.    An  organization  claiming  exemption  under  section  101 
(1),   (3),   (^),  except  a  "bona  fide  credit  union,  (6),  (7),  (8),  (9), 
(10),  (12),  (1^),  or  (16)  shall  file  the  form  of  questionnaire  appro- 
priate to  its  activities,  filled  out  in  accordance  with  the  instructions 
on  the  form  or  issued  therovdth.     Copies  of  the  following  questionnaire 
forms  may  he  obtained  from  any  collector:  For  corporations  claiming 
exemption  under  section  101  (b).  Form  1023;  under  section  101  (l),  (3), 
(7),  or  (S),  Form  102^;  under  section  101  (9),  Form  1025;  under  section- 
101  (10),   (1^),  or  (16),  Form  1026;  under  section  101  (U),  except  bona 
fide  credit  \inions.  Form  1027;  and  under  section  101  (12),  Form  1028. 
All  other  organizations  claiming  exemption,  including  bona  fide  credit 
unions,  shall  file  an  affidavit  showing  the  character  of  the  organiza- 
tion, the  purpose  for  which  it  was  organized,   its'  actual  activities,  the 
sources  of  its  income  and  the  disposition  of  such  income,  v/hether  or  not 
any  of  its  income  is  credited  to  surplus  or  may  inure  to  the  benefit  of 
any  private  shareholder  or  individual,  and  in  general  all  facts  relating 
to  its  operations  v/hich  affect  its  right  to  exemption.     To  each  such 
affidavit  or  questionnaire  shall  be  attached  a  copy  of  the  articles  of 
incorporation,  declaration  of  trust,  or  other  instrament  of  similar 
import,   setting  forth  the  permitted  powers  or  activities  of  the  organiza- 
tion, the  by-laws  or  other  code  of  regulations,  and  the  latest  financial 
statement  showing  the  assets,  liabilities,  receipts,  and  disbursements 
of  the  organization.     An  organization  claiming  exemption  under  section 
101  (5),   (6),  except  organizations  organized  and  operated  exclusively 
for  religious  purposes,  (7),   (8),   (9),  or  (lU),  shall  also  file  with 
the  other  information  specified  herein  a  return  of  information  on 
Form  990  relative  to  tne  business  of  the  organization  for  the  last 
complete  year  of  operation. 

The  v/ords  "private  shareholder  or  individual"  in  section  101  refer  to 
individuals  having  a  personal  and  private  interest  in  the  activities  of 
the  corporation.    Although  religious  or  apoitolic  associations  or  cor- 
porations exempt  under  section  101  (IS)  are  relieved  from  paying  the 
tax,  they  are  required  to  file  returns  of  income  (see  section  I9.IOI 
(18)-1). 

(153) 
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In  the  case  of  the  particular  classes  of  organizations  listed  below, 
the  following?  additional  information  shall  "be  embodied  in  or  attached 
to,  and  made  a  part  of,  the  affidavit  or  questionnaire  referred  to 
above ; 

(a)  Mutual  insurance  companies  shall  submit  (l)  copies  of  the  policies 
or  certificates  of  membership;  (2)  if  any  substantial  amount  of  income 
is  claimed  to  be  held  for  the  payment  of  losses  or  expenses,  a  state- 
ment based  upon  the  reliable  table  of  loss  experience  demonstrating 
that  the  amo\int  so  held  for  the  payment  of  losses  is  reasonably  neces- 
sary; or  in  the  case  of  expenses,  a  statement-  based  upon  reliable 
statistics  showing  that  the  expenses  were  incurred  or  that  in  all  prob- 
ability they  will  be  incurred; 

(b)  In  the  case  of  holding  companies  claiming  exemption  under  sec- 
tion 101  (l'^),  if  the  organization  for  v/hich  title  is  held  has  not  been 
specifically  notified  in  writing  by  the  Bureau  of  Internal  Revenue 
that  it  is  held  to  be  exempt  under  section  101,  the  holding  company 
shall  submit  the  information  indicated  herein  as  necessary  for  a  deter- 
mination of  the  status  of  the  organization  for  which  title  is  held. 

The  collector,  upon  receipt  of  the  affidavit,  or  questionnaire,  and 
other  papers,  will  examine  them  as  to  completeness  and  will  forward  com- 
pleted documents  to  the  Commissioner  for  decision  as  to  vrhether  the 
organization  is  exempt.     In  addition  to  the  information  specified 
herein,  the  Commissioner  may  require  any  additional  information  deemed 
necessary  for  a  proper  determination  of  whether  a  particular  organiza- 
tion is  exempt  under  section  101,  and  when  deemed  advisable  in  the 
interest  of  an  efficient  administration  of  the  internal  revenue  laws 
he  may  in  the  cases  of  particular  types  of  organizations  provide  addi- 
tional questionnaires  or  otherwise  prescribe  the  form  in  which  the  proof 
of  exemption  shall  be  furnished. 

When  an  organization  has  established  its  right  to  exemption,  it  need 
not  thereafter  make  a  return  of  income  or  any  further  showing  vdth 
respect  to  its  status  under  the  law,  unless  it  changes  the  character 
of  its  organization  or  operations  or  the  purpose  for  which  it  was 
originally  created,  except  that  every  organization  examptox  claiming 
exemption  under  section  101  (5),  (6),  except  organizations  organized 
and  operated  exclusively  for  religious  purposes,  (7),  (8),   (9),  or  (lU), 
shall  file  annually  returns  of  information  on  Form  990  with  the  col- 
lector for  the  district  in  which  is  located  the  principal  place  of 
business  or  principal  office  of  the  organization.     The  first  return 
of  information  on  Form  990  required  by  this  regulation  shall  be  for  the 
taxable  yeax  ending  in  19^1  and  shall  be  filed  on  or  before  May  15, 
.19^2.    The  returns  for  subsequent  taxable  years  shall  be  filed  on  or 
before  the  first  day  of  the  third  month  following  the  close  of  the  tax- 
able year.    See  section  I9.IOI  (18)-1  with  respect  to  returns  by 
religious  or  apostolic  associations  or  corporations  exempt  under  sec- 
tion 101  {16).     See  also  sections  275  (a)  and  276  (a)  with  respect  to 
the  statute  of  limitations. 
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Collectors  will  keep  a  list  of  all  organizations  held  to  "be  exempt 
to  the  end  that  they  may  occasionally  inquire  into  their  status  and 
ascertain  whether  or  not  they  are  observing  the  Conditions  upon  which 
their  exemption  is  predicated. 

The  exemption  under  section  101  referred  to  in  this  section  and  sec- 
tions 19.101  (1)-1  to  13.101  (13)-1,  inclusive,  from  filing  returns  of 
income  does  not  apply  to  returns  of  information  (see  sections  IU7  to 
IU9 ,   inclusive . ) 


[NOTE:     The  returns  of  information  mentioned  next  above  refer  to 
Treasury  Dersartment  Forms  IO96  and  1099  as  discussed  oh  page  I53 
herein.     Thefee  returns  should  not  be  confused  vdth  Form  99C'»  v'hich 
is  not^  required  to  be  filed  by  exempt  farmers'  associations  engaged 
in  marketing  or  purchasing  operations.    -The  authors.  ] 


Code  Section  101(12) 
Farmers'  Cooperative  Marketing  and  Purchasing  Associations 

[The  folloving  organizations  shall  be  exempt  from  taxation  under  this 
chapter- ] 

(12)  Farmers',  fruit  growers',  or  like  associations  organized,  and 
operated  on  a  cooperative  basis  (a)  for  the  purpose  of  marketing  the 
products  of  members  or  other  producers,  and  turning  back  to  them  the 
proceeds  of  sales,  less  the  necessary  marketing  expenses,  on  the  basis 
of  either  the  qu^tity  or  the  value  of  the  products  furnished  by  them, 
or  (b)  for  the  purpose  of  purchasing  supplies  and  equipment  for  the  use 
of  members  or  other  persons,  and  turning  over  such  supplies  and  equip- 
ment to  them  at  actual  cost,  plus  necessary  expenses.    Exemption  shall 
not  be  denied  any  such  association  because  it  has  capital  stock,  if 
the  dividend  rate  of  such  stock  is  fixed  at  not  to  exceed  the  legal 
rate  of  interest  in  the  State  of  incorporation  or  8  per  centum  per 
annum,  whichever  is  greater,  on  the  value  of  the  consideration  for  which 
the  stock  was  issued,  and  if  substantially  all  such  stock  (other  than  ' 
nonvoting  preferred  stock,  the  owners  of  which  are  not  entitled  or  per- 
mitted to  participate,  directly  or  indirectly,  in  the  profits  of  the 
association,  upon  dissolution  or  otherwise,  beyond  the  fixed  dividends) 
is  owned  by  producers  who  market  their  products  or  purchase  their  sup- 
plies and  equipment  through  the  association;  nor  shall  exemption  be 
denied  any  such  association  because  there  is  accumulated  and.  maintained 
by  it  a  reserve  required  by  State  law  or  a  reasonable  reserve  for  any 
necessary  purpose.    Such  an  association  may  market  the  products  of  non- 
members  in  an  amount  the  value  of -which- does  not  exceed  the  value  of 
the  products  marketed  for  members,  and  may  purchase  supplies  and  equip- 
ment for  nonmembers  in  an  amount  the  value  of  which  does  not  exceed  the 
value  of  the  supplies  and  equipment  purchased  for  members,  provided  the 
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value  of  the  jrorchases  made  for  persons  who  are  neither  menibers  nor  pro- 
ducers does  not  exceed  15  per  centum  of  the  value  of  all  its  purchases. 
Business  done  for  the  United  States  or  any  of  its  agencies  shall  be  dis- 
regarded in  determining  the  right  uo  exemption  under  this  paragraph; 


Hegjilations  Section  13.101(12)-! 
Farmers'  Cooperative  Marketing  and  Purchasing  Associgtions 

(a)  Cooperative  associations  engaged  in  the  marketing  of  farm  products 
for  farmers,  fruit  grox^^ers,  live-stock  growers,  dairymen,  etc.,  and  turn- 
ing hack  to  the  producers  the  proceeds  of  the  sales  of  their  products, 
less  the  necessary  operating  expenses,  on  the  basis  of  the  products  fur- 
nished by  them,  are  exempt  from  income  tax  and  shall  not  be  required  to 
file  returns.     Tor  instance,  cooperative  dairy  companies  vhich  are 
engaged  in  collecting  milk  and  disposing  of  it  or  the  products  thereof 
and  distributing  the  proceeds,  less  necessary  operating  ex]Denses,  among 
the  producers  upon  the  basis  of  the  quantity  of  milk  or  of  butter  fat 
in  the  milk  furnished  by  such  producers,  are  exempt  from  the  tax.  If 
the  proceeds  of  the  business  are  distributed  in  any  other  v;ay  than  on 
such  a  proportionate  basis,  the  association  does  not  meet  the  require- 
ments of  the  Internal  P.evenue  Code  and  is  not  exempt.     In  other  v/ords, 
nohmember  patrons  must  be  treated  the  same  as  members  in  so  far  as  the 
distribution  of  patronage  dividends  is  concerned,  that  is,   if  products 
are  marketed  for  nonmember  producers,  the  proceeds  of  the  sale,  less 
necessary  operating  expenses,  must  be  returned  to  the  patrons  from  the 
sale  of  whose  goods  such  proceeds  result,  whether  or  not  such  patrons 
are  members  of  the  association.     In  order  to  show  its  cooperative  nature 
and  to  establish  compliance  with  the  requirement  of  the  Code  that  the 
proceeds  of  sales,  less  necessary  expenses,  be  turned  back  to  all  pro- 
ducers on  the  basis  of  the  products  furnished  by  them,  it  is  necessary 
for  such  an  association  to  keep  permanent  records  of  the  business  done 
both  with  members  and  nonmembers.     The  Code  does  not  require,  however, 
that  the  association  keep  ledger  accounts  i\'ith  each  producer  selling 
through  the  association.    Any  permanent  records  which  show  that  the 
association  was  operating  during  the  taxable  year  on  a  cooperative  basis 
in  the  distribution  of  patronage  dividends  to  all  producers  will  suffice. 
While  under  the  Code  patronage  dividends  must  be  paid  to  all  producers 
on  the  same  basis,  this  requirement  is  complied  with  if  an  association, 
instead  of  paying  patronage  dividends  to  nonmember  producers  in  cash, 
keeps  permanent  records  from  which  the  proportionate  shares  of  the 
patronage  dividends  due  to  nonmember  producers  can  be  determined,  and 
such  shares  arc  made  applicable  toward  the  purchase  price  of  a  share  of 
stock  or  of  a  membership  in  the  association. 

An  association  which  has  capital  st'ick  vrill  not  for  such  reason  be 
denied  exemption,   (1)  if  the  dividend  rate  of  such  stock  is  fixed  at 
not  to  exceed  the  legal  rate  of  interest  in  the  St^-.te  of  incorporation 
or  8  percent  per  annum,  whichever  is  greater,   on  the  value  of  the 
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consideration  for  which  the  stock  v/as  issued,  eaid  (2)  if  substantially 
all  of  such  stock  (with  the  exception  noted  'below)  is  ovmed  by  pro- 
ducers who  market  their  products  or  purchase  their  supplies  and  equip- 
ment through  the  association.    Any  ovmership  of  stock  by  others  than 
such  actual  producers  must  be  satisfactorily  explained  in  the  associa- 
tion's application  for  exemption.     The  association  will  be  required 
to  shov  that  the  ovnersnip  of  its  capiteJ  stock  has  been  restricted 
as  far  as  possible  to  such  actual  producers.     If  by  statutory  require-r 
ment  all  officers  of  an  association  must  be  shareholders,   the  ovmer- 
ship  of  a  share  of  stock  by  a  honproducer  to  qualify  him  as  an  officer 
will  not  destroy  the  association's  exemption.    Likewise,  if  a  share- 
holder for  any  reason  ceases  to  be  a  producer  and  the  association  is 
unable,  because  of  a  constitutional  restriction  or  prohibition  or 
other  reason  beyond  the  control  of  the  association,  to  purchase  or 
retire  the  stock  of  such  nonproducer,  the  fact  that  under  such  cir- 
cumstances a  small  amount  of  the  outstanding  capital  stock  is  owned 
by  shareholders  v/ho  are  no  longer  producers  v;ill  not  destroy  the 
exemption.     The  restriction  placed  on  the  ovniership  of  capital  stock 
of  an  exempt  cooperative  association  shall  not  apply  to  nonvoting 
preferred  stock, ^provided  the  owners  of  such  stock  are. not  entitled 
or  permitted  to  .participate,  directly  or  indirectly,  in  the  profits 
of  the  association,  upori.  dissolution  or  otherwise,  beyond  the  fixed 
dividends.     The  accijunulation  and  maintenance  of  e.  reserve  required 
by  ' State  statute,  or  the  s.cc'imulation  and  maintanance  of  c  reasonable 
reserve  or  surplus  for  any  necessary  purpose,   such  as  to  provide  for 
the  erection  of  buildings  and  facilities  required  in  business  or  for 
the  purchase  and  installment  of  machinery  and  equipment  or  to  retire 
indebtedness  incurred  for  such  purposes,  will  not  destroy  the  exemption. 
An  association  will  not  be  denied  exemption  because  it  markets  the 
products  of  nonmembers,  provided  the.  value"  of  the  produc;ts  marketed 
for  nonmembers  does  not  exceed  the  value  of  the  products  marketed  for 
members.    Anyone  who  shares  in  the  profits  of  a  farmers'  cooperative 
marketing  association,  and  is  entitled  to  participate  in  the  manage- 
ment of  the  association,  must  be. regarded  as  a  member  of  such  asso- 
ciation within  the  meaning  of  section  101  (12). 

(b)  Coope?rative  associations  engaged  in  the  purchasing  of  supTDlies 
and  equipment  for  farmers,  fruit  growers,  live-stock  gro^'ers,  dairy- 
men,   etc.,  and  turning  over  such  supplies  and  equipment  to  them  at 
actual  Aoet,  plus  the  necessary  operating  expenses,  are  exempt.  The 
term  "supplies  and  equipment"  as  used  in  se6tion  101(12)  includes 
groceries  and  all  other  goods  and  merchandise  used  by  farmers  in  the 
operation  and  maintenance  of  a  farm  or  farmer's  household.     The  pro- 
visions of  (a)  relating  to  a  reserve  or  surplus  and  to  capital  stock 
shall  apply  to  associations  coming  \inder  this  paragraph.     An  associa-  . 
tion  which  purchases  supplies  and  equipment  for  nonmembers  will  not 
for  such  reason  be  denied  exemption,  provided  the  value  of  the  pur- 
chases for  nonmembers  does  not  exceed  the  value  of  the  supplies  and 
equipment  purchased  for  members,  and  provided  the  val\ie  of  the  pur- 
chases made  for  nonmembers  vrho  are  not  producers  does  not  exceed 
15  percent  of  the  value  of  all  its  purchases. 
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(c)  In  order  to  "be  exempt  under  either  (a)  or  (b)  an  association 
must  establish  that  it  has  no  net  income  for  its  ovm  account  other 
than  that  reflected  in  a  reserve  or  surplus  authorized  in  (a).  An 
association  engaged  both  in  marketing  farm  products  and  in  purchas- 
ing supplies  and  equipment  is  exempt  if  as  to  each  of  its  functions 
it  meets  the  requirements  of  the  Internal  Revenue  Code.  Business 
done  for  the  United  States  or  any  of  its  agencies  shall  be  disregarded 
in  determining  the  right  to  exemption  under  section  101(12)  and  this 
section.     An  associ^ution  to  be  entitled  to  exemption  must  not  only  be 
orgajiized  but  actually  operated  in  the  manner  and  for  the  purposes 
specified  in  section  101(12).  ■ 

(d)  Cooperative  organizations  engaged  in  occupations  dissimilar  from 
those  of  farmers,  fruit  grov/ers,  and  the  like,  such  as  marketing  build- 
ing materials,  are  not  exempt. 


Code  Section  101(1) 
Labor,  Agricultural,  and  Horticultura.1  Organizations 

[The  following  organizations  shall  be  exempt  from  taxation  under  this 
chapter- ] 

(l)  Labor,  agricultural,   or  horticultural  organizations; 


Regulations  Section  1^.101(1)-1 
Labor,  Agricultarol ,   and  Horticultural  Organizations 

The  organizations  contemplated  by  section  101(1)  as  entitled  to 
exemption  from  income  taxation  are  those  vrhich — 

(1)  Have  no  net  income  inuring  to  the  benefit  of  any  member; 

(2)  Are  educational  or  instructive  in  character;  and 

(3)  Have  as  their  objects  the  betterment  of  the  conditions  of  those 
engaged  in  such  pursuits,  the  improvement  of  the  grade  of  their  prod- 
ucts, and  the  development  of  a  higher  degree  of  efficiency  in  their 
respective  occupations. 

Organizations  such  as  county  fairs  and  like  associations  of  a 
quasi  public  character,  vrhich  are  designed  to  encourage  the  develop- 
ment of  better  agricultural  and  horticultural  products  through  a 
system  of  av/ards,  and  v'hose  income  from  gate  receipts,  entry  fees, 
and  donations  is  used  exclusively  to  meet  the  necessary  expenses  of 
upkeep  and  operation,  are  thus  exempt.     On  the  other  hand,  associations 
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which  have  for  their  purpose,  fof  example,  the  holding  of  periodical 
race  meets,  the  profits  from  vrhich  may  inure  to  tne  "benefit  of  tneir 
shareholders,  are  not  exempt.     Similarly,  corporations  engaged  in 
grov/ing  agricultural  or  horticultural  products  for  profit  are  not 
exempt  from  tax. 


Code  Section  lOl(lO) 
Local  Benevolent  Life  Insurance  Associations,  Mutual  Irrigation 
and  Telephone  Companies,  and  Like  Organizations 

[The  following  organizations  shall  be  exempt  from  taxation  xxnder 
this  chapter-] 

(10)  Benevolent  life  insuraiice  associations  of  a  purely  local 
character,  mutual  ditch  or  irrigation  companies,  mutual  or  cooperative 
telephone  companies,  or  like  organizations;  but  only  if  85  per  centum 
or  more  of  the  income  consists  of  amounts  collected  from  aemhers  for 
the  sole  purpose  of  meeting  losses  and  expenses: 


ileguletions  Section  19.101(10)-1 
Local  Benevolent  Life  Insurance  Ar.sociations ,  i'iut.ual  Irrigation  and 
TeleT)hone  Companies,  and  Like  Organizations 

It  is  a  prerequisite  to  exemption  under  section  101(10)  that  at  least 
85  percent  of  the  income  of  the  organization  shall  consist  of  amo-'onts 
collected  from  members  for  the  sole  purpose  of  meeting  losses  and 
expenses.     If  an  organization  issues  policies  for  stipulated  cash 
premiums,  or  if  it  requires  advance  deposits  to  cover  the  cost  of  the 
insurance  and  maintains  investments  from  vrhich  more  than  15  percent  of 
.its  income  is  derived,  it  is  not  entitled  to  exemption.     On  the  other 
hand,  an  organization  maybe  entitled  to  exemption,  although  it  makes 
advance  assessments  for  the  sole  purpose  of  meeting  future  losses  and 
expenses,  provided  that  the  balance  of  such  assessments  remaining  on 
hand  at  the  end  of  the  year  is  retained  to  meet  losses  and  expenses 
or  is  returned  to  members. 

The  phrase  "of  a  purely  loca.1  character"  applies  to  benevolent  life 
insurance  associations,  arid  not  to  the  other  organizations  specified 
in  section  101(10).     It  applies,  however,  to  any  organization  seeking 
exemption  on  the  ground  that  it  is  an  organization  similar  to  a 
benevolent  life  insurance  association.    An  organization  of  a  purely 
local  character  is  one  vhose  business  activities  are  confined  to  a 
particular  community,  place,  or  district,  irrespective,  however,  of 
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political  subdivisions.     If  the  activities  of  an  organization  are 
limited  only  by  the  borders  of  a  State,  it  cannot  be  considered  to 
be  purely  local  in  character. 


Code  Section  101(11) 
Farmers'  or  Other  Mutual  Hail,  Cyclone,  Casualty,  or  Fire  Insurance 

Comioanies  or  Associations 


[The  follovdng  organizations  shall  be  exempt  from  taxation  vmder  this 
chapter-] 

(11)  Farmers'  or  other  mutual  hail,  cyclone,  casualty,  or  fire 
insurance  companies  or  associations  (including  interinsurers  and 
reciprocal  underwriters)  the  income  of  vrhich  is  used  or  held  for  the 
purpose  of  paying  losses  or  expenses; 


Regulations  Section  1^.101(11)-1 
Farmers'  or  Other  Mutual  Hail,  Cyclone,  Casualty,  or  Fire  Insurance 

Companies  or  Associations 

To  be  exempt  under  section  101(11)  the  "business  of  the  organization 
must  be  purely  mutual  and  its  income  must  be  used  or  held  solely  for 
the  purpose  of  paying  losses  or  expenses.    Neither  the  extent  of  the 
territory  in  \vhich  the  company  may  properly  operate  nor  the  fact  that 
it  accepts  premium  deposits  instead  of  assessments  is  decisive  as  to 
its  exemption.     The  vrriting  of  nonmutual  insurance  regardless  of  amoxint 
deprive  a  company  of  the  exemption. 

The  term  "casualty"  as  used  in  section  101(11)  is  limited  to  those 
forms  of  indemnity  insurance  providing  for  payment  of  loss  or  damage 
to  property  or  personal  injury  to  third  pereons  resulting  from  accident 
or  some  such  unanticipated  contingency  other  than  fire  or  the  elements, 
and  does  not  include  indemnity  from  loss  through  accident  resulting  in 
bodily  injury  to,  or  death  of,  the  insured. 


Code  Section  101(13) 
Corporations  Organized  to  Finance  Crop  Operations 

[The  following  organizations  shall  be  exempt  from  taxation  iinder  this 
chapter-  ] 

(13)  Corporations  organized  "by  an  association  exempt  \inder  the  provi- 
sions of  paragraph  (IT.),  or  members  thereof,  for  the  purpose  of  financ- 
ing the  ordinary  crop  operations  of  such  member^  or  other  producers, 
and  operated  in  conjunction  with  such  association.     Exemption  shall  not 
be  denied  any  such  corporation  because  it  has  capital  stock,  if  the 
dividend  rate  of  such  stock  is  fixed  at  not  to  exceed  the  legal  rate  of 
interest  in  the  State  of  incorporation  or  S  per  centum  per  annum,  vhich- 
ever  is  greater,   on  the  value  of  the  consideration  for  vhich  the  stock 
was  issued,  and  if  substantially  all  such  stock  (other  than  nonvoting 
preferred  stock,   the  owners  of  which  are  not  entitled  or  permitted  to 
participate,  directly  or  indirectly,  in  the  profits  of  the  corporation, 
upon  dissolution  or  otherwise,  beyond  the  fixed  dividends)  is  owned  by 
such  association,  or  members  thereof;  nor  shall  exemption  be  denied  any 
such  corporation  because  there  is  accujnulated  and  maintained  by  it  a 
resei^e  required  by  State  law  or  a  reasonable  reserve  for  any  necessary 
purpose; 


itegulations  Section  1^.10l(l3)-l 
Corporations  Organized  to  Finance  Crop  Operations 

Corporations  organized  by  farmers'  cooperative  marketing  or  purchas- 
ing associations,  or  the  members  thereof,  for  the  purpose  of  financing 
the  ordinary  crop  operations  of  such  members  or  other  producers  are  also 
exempt,   provided  the  marketing  or  purchasing  association  is  exempt  under 
section  101(12),  and  the  financing  corporation  is  operated  in  conj"'unc- 
tion  vith  the  marketing  or  purchasing  association.     The  provisions  of 
section  19 .101( 12)-1  relating  to  a  reserve  or  surplus  and  to  capital 
stock  shall  also  apply  to  corporations  coming  under  this  section. 
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TTonc\iraulative  ".....  520_;;3n(S) 

Eate  limit  "05(E),  5^8-R09(E) 

..512(E),  5l6-517(E),  518-^19(S) 

 5^^^(^) .  5^l(^) »  ^47(E) 

Tax  status — 

Corporations. .".....  .l62(E  and  T) 

Individuals   .Ui(E) 

Documentary  stamp  t^x: 

Exemption  from.  .,5'4(E) 

Payment  ^81(T) 

Dusting  services,  groves  '^ji'^) 

Equality  of  trra  tment "  f or 
patrons: 

Discrimination,  volun-' 

tary   .752-357(E) 

Discussion   .  .  2^^2-2U6(E) 

Extraneouf  income  or 

gains   ^&0-"^89(E) 

Illustrations,   .  .5U2(E) 

Indirect  distri'Dutions.  .b71-67U(T) 
Nonoperating  or  ca-oital 

gains,  distribution.  2"^5(') 

Price  disco^unts  and 

■oremiums  for  nu^^ntity, 

transactions  2U5(E) 

Retirement  of  eoui ti e? ...... 65S(^) 

Savings  alloc=«tions  26U-27?(E) 

Eouities.     See  Capital 

stock,  shares,  or. eouities. 
Examin^'tion  of  organizations.. 
Excess-'nrof its  tax,  exemt)- 

tion  from  

Exemot  former?'  coone r^ ti ves : 

Advantages  ^8-^3 

•  "Ea.riarrs '  ,  fruit  groi-Trs', 

or  like  associations...", 

term  interpreted  11-12(E) 

Meeting  conditions  of 

"both  exem-nt  and  non- 
exempt  status....   76-7S(E) 

Nonexem^jt  v.  exempt  . 

status,  diagram..  ...68c(S  end  T) 
Purch^'se  of  products 

from  non-oroducers 

 113(E),  lo3-20l(E) 

Tax  blanks  received 

through  error  85(E) 

Types.  lU(E) 


6o(s) 


5U(s) 


Exemption  from  Federal  traces: 


Aff irniations ,  renewrl 

recornruended  '11—65(3) 

Authentication  for  past 

years . ,  ,  U6(E) 

Compliance  deternination  6C-6l(E) 

Continuance  5S-59(E) 

Delay  in  making  applica- 
tion for  U(;(E) 

Determination  5(^) 

Farm  Credit  Administra- 
tion, interest  in  17^^) 

Fiscal  year  "basis  62-63(2) 

Frozen-food  services  109(S) 

Hj-pothetical  situations, 

no  rulin;rs  on  b6(E) 

Letters  of — 

Issuance  ^2(1.) 

Length  of  ti:ae  before 

issuance  53(2) 

Limitations  statute  not 

applicable  67(E) 

Obtained  on  basis  of 
inaccurate.,  incomplete, 

or  false  .dat.a..   57(E) 

Freservntion  52(E) 

Revocation.  59(E)^  S2-?1+(E) 

Loss,  automatic  82(E) 

Opinions,  unofficial  7(S) 

Partial,  so-called 


 156(E),  5hl_R63(T) 

Hules  for  sccurin.^ 
and  maintaining — 

General  ^5-85(E) 

Requirements, detailed. S6-553(E) 
(See  also  the  Contents, 
passes  iv-vi.) 
Rulings,  official,  how 

cooueratives  nay  secure.. 9(E) 
State  tajc  exemption  com- 


pared. Ij-U(E) 

Taxes  commuted  in  cxcmo- 

tion  5U(E) 

Expenses : 

Adjustments  applicable  to 

ririor  years  HO"^-^OU(E) 

Allocation  bases. ...  * . .271-273(E) 

Necessary,  defined  360-363(2) 

Statutory  provision  227(E) 

"Farmer,  "  defined  193-19U(E) 


Farmers  Cocperptivc  Creamery 
Association  v.  Commissioner 

 ?age~¥2    footnote  29(E) 

Frrmers  Mutual  Co '■operative 
Creamery  cf  SicJX  Center, 
Iowa  v.  Co::i...i3sioner 

 Page  117    footnote  1+5(E) 

7ar:3ers  Union  Coooerptive 
Ey change  v.  Commissioner 

 .-..Prge  D47    footnote  59(T) 

Farmers  Union  Cooperative 
Oil  Company  v.  Commissioner 

 Page  52    f'jotnote  3U 

 ..Page  122    footnote  Ug 

F?r:.ier3  Union  State  Exchange 
V,  Com.nissicner 

 Page  131    footnote  56(T) 

Faming  corporation,  cl-assi- 
fication  as  a  Toroducer... . , 
Farms-,  operation  for  pur- 
pose related  to  market- 
ing functions. . .  ; . .  ,10l(E) 

Federal  Surplus  Com;..odity 

Corporation,  purchases  for  221(E) 
Feed-lot  operator,  classi- 
fication as  producer  or 

nonproducer    196(E) 

Fees,     See  Services  on  fee  basis. 
Fertile  Co 0 perntive  Dairy 
Association  v.  Collector; 
Allocation  of  capital 

reserves  372(E),  395(S) 

Eurea.u  Regulations 
103,  possible  re- 
vision. . . .   36''(E),  L^6g(E) 

Credits  neither  ca.nital 
equities  nor  lia.- 

bilities.   .52g(E) 

Ledger  account  with  each 

iDatron,  rcquirei.ient . .  ,U69-^72(?) 

Legal  effects  373-375(2) 

Wonoperating  income 

or  gains."  3,^0-3gl(E),  3g5(E) 


Restriction  in  par- 
ticipating rights 
of  shareholders  .....510(E) 

Retroactive  an.-;  f\;.turc 

ap^ilication   '^77-^79(2:) 

Summary  366-36^(E) 

Written  instrur^ents  , 376(E) 
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Fifteen  prrcent  limitation. 
Sen  Nonmcm'ber-nonprod.ucerE  - 
Supplies  r>nd  couipmcnt  pur- 
chased for. 
Fifty  percent  limit'^tion  on 
nonmera'bcr  businrcg.  See 
Business,  division  of. 

Financial  transactions  ^5^2) 

Fish,  handling  125(S) 

Flov/ers,  h?',ndling  lP6(ii) 

Forcclof.ure  of  f.arm  property. 197(2) 
Frozen-food  services.  See 

Locker  cooperatives. 
Fruit  Grov-grs  SuDply  Co. 

V.  Co?rirr,i  fj'^ione r. .  .  .   ^66(T) 

 P^ge  129  footnote  35(T) 

 Page  131  footnote  5*^(T) 

 ^age  1I+7  footnote  6o(T) 

F^juni gating  services,  groves... 

Furs,  handling  125(S) 

'Q-overrjnent  "businers.  See 
United  States,  "busines;^ 
for;  Non-Federal  governments. 

Grazing  privileges  

G-ardep  Homes  Co.  v.  Com- 

mi  5  si  oner  Pa>--e  135  footnote  57^^) 

Groceries,  handling  l'^f(E) 

Harvesting  services.  •.  ■.  96(^) 

Home  "Builders  Shipping 
As^^.ociation  v.  Com- 

missionsr.  7777. . .  . 6?9-630 ( 

Horticultural  organiza- 
tions, exem.ption. . .   l'4(-:0 

 Pages  158-159(3) 

Hr.n^othetical  situations, 

no  rulings  on  6'^(3) 

Income:     (See  also  p-^tronege 
refunds  -  ''Exclusion  from 
com-Qut^tion  of  gross 
income . ) 
Adjustments  ^pplic^hle  to 

T3rior  ye^rs   .U03-UnU(F) 

Extraneous — 

Accounting  treatment 

 "•^80-^93(2),  677-679(T) 

Allocation  methods. .  .^8^-'^8U(S) 

Business,  division  of  Uoo(E) 

Discussion. . .lUo-lU8(^) ,  26o(F0 

Items  included  3SP(3) 

Reserves.   330-381(2) 

Ownership,  vrhether  in 

association  or  natrons, 57 9-5^2 ( T) 


Income  (Cont'd); 

"Regular  income,"  defined 

 Page  31  footnote  2l(?.) 

Statutory'.  "^7.39 

Traxahle — 

Accounting  ^je  riod. . .  .66-3-66q(T) 
Tax  calculation 

illustr^^ted  685(T) 

Terminology  25Q-26o(E) 

Income  t^'xcs: 

Federal  r?tes  37 

History  2Q-^U 

State  UU 

Incorpor^'tion  ijnder  gener-'^l 

l^v^s  in  St^te  53^(3) 

Infractions  of  rules,  pro- 
cedure f^-Sli^) 

Insurance  agent,  coopera- 
tive acting  as.  13lA(ll) 

Insurance  co'Toonies  or 

^proci-ations,  riutu^'l  hail, 
cyclone,  c^'sualty,  or 

fire,  exemption  lU(3) 

 Page  160(3) 

Insur-jnce  -oolicy  ai'oceed??, 

life.  382(3) 

Interest: 

On  indebtedness  ^^jl^T) 

pf^yment  °nd  charging  95('^) 

InternJ=l  Hr venue  Bulletin, 
publication  in,  of  Com- 
missioner's =  caui  ^  sCf^nce 
or  non!=couiesCf nee  in 
Board's  d'^cisions  .27 

I  nt  e  rn?  1  P.e nu«  Sure = u : 

Sulings —     (S'^e  "Iso  n'^mes  of 
c?sc  s. ) 


Hypothetical  situations. 


'RE) 

Precedents,  consider-^- 

tion  ^s  2C(>-  and  T) 

Prerogatives  27(S  =>nd  T) 

Internj^l  Hevenue  Code 
f'nd  Regul-^tions : 
Corporations  organized 

to  finence  cro-o  o-oera— 

tions  ?sge  l60(3) 

F?rmers'  cooperative 

marketi'ng  ^nd  r)ur- 

ch?=sing    ssoci^- tions 


'ges  155-158(3) 
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Internal  Revenue  Code 

and  Hegalations  (Cont'd): 
La'bor,  agricultxiral, 
and  horticultural 

org'.mi  nations  Pa£:e  15^(E) 

Local  "benevolent  life 
insurance  associations, 
mutual  irrigation  and 
telephone  companies, 
and  like  organizations 

 Pa^e  159(E) 

Proof  of  exemption. .. .Page  153(E) 

Inv3ntori3S,  reserves  U2B(e) 

Investnents  of  coopera- 
tives 1U9-150(S) 

Iowa  ruling  (I.  T.  3202)  652-655(T) 
Irrigation  companies, 

nratual,   exemption  1^(E) 

.   .  .Page  159(E) 

Landlords,  classification 
as  producers  or  nonpro- 

ducers. .  196(1) 

Ledger  account  with  each 

patron  U69(E) 

Legal  structure: 
Bylaws — 

Agreement  with  memters. . .577( ^) 
Contributions,  fiutomatic 

 ^55-^fi7('^).  5oi-6o2(T) 

Savings,  form  of  pay- 
ment 305(E),  311(E) 

Charter,  agreement  with 

members  577( 

Discussion  and  illustra- 
tions 53^5^3(3) 

Statutory  provision. . . -532-533(3) 
Legislation,  Federal,  on 

income  taxation  3'^~3^ 

Liabilities  credited  to  mem- 
bers.    See  Credits  to 
pa.trcns. 
"Like  associations,"  term 

constr'j.ed  I3 

Limitations  statute  not  appli- 
cable to  letters  of  exemp- 
tion oli'i) 

Loans  for  crop  •oroduction 

purposes  97(S) 

Loans  from  pp.trons: 

Amounts  left  over  from 

OT)erations  592(  T) 


Lo-^jis  from  patrons  (Cont'd): 
ilffHCt  upon  income  of 

patrons  U6i(e) 

Locker  cooperatives,  frozen- 
food  services.  109-111(E) 

Losses : 

Accotinting  679(  T) 

Departmental  2E  2-283  (7.) 

Capital.     See  Capital  losses. 

Collection  rights  of  coop- 
eratives 2U6(e) 

Division  between  capital 
shares  and  allocated  re- 
serve credits  39°(3) 

Noncperating  (Extraneous) — 
Allocation  against 

patrons  .  391-392(E) 

Defined  390(S) 

Operating — 

Accounting. .'.  391(E) 

Allocation,  methods 

 39b-3?9(E),  675(T) 

Charge  against  ex- 
traneous gain  327(E) 

Reserves  for  future 

losses  HU2-i+14+(E) 

Vnnen  capital  shares 

absorb  301(E) 

Lumber,  handling  129-130(E) 

Man-ofacture,  basic  10U-105(E) 

Margin,  gross: 

Basis  ^gl(E),  UoSD(E) 

Defined  Page  5^  footnote  35(3) 

Discussion  256-258(e) 

 ...269-273(E),  350-35i(s) 

Marketing : 

Accounting  252-255(E) 

Nonagri cultural  products. , . .125(e) 
ITonmarketing  trans- 
actions 90-93(E) 

Operations  2U97251(E) 

Term  interpreted  .90(E),  96(E) 

Marketing  cooperatives: 
Internal  Revenue  Code  and 

Regulations  Pages  155-15g(E) 

Locker  and  freeze-pro- 
cessing,  side-line 

activity  11C(e) 

Savings,  allocation  bases. 268(e) 
"i-Iember,  "  defined  179-1^U(e) 


Members; 

Consideration  for  hazard 

assumed  by  393(S) 

Taxable  income,  methods 

-    of  reporting..  306-310(E) 

Membership : 

Admission,  methods  187-lSg(E) 

Advantage  compared  with 

status  of  nonmembers  236(E) 

Agreements...'  311(E),  577(t) 

Building  up  2h7~2kBiE) 

Conformity  with  associa- 
tion's rules  before 
recognition  as  member 
by  taxing  authoritiec. . . .18U(E) 
Declination  or  ineligi- 
bility 321-322(E) 

Minimum  monetary  re- 
quirement for  entrance 

into  316b(E) 

Nonmonetary  332(s) 

■  Right  of  patrons  to 

reject...  323(s) 

Right  to  vote  compared 

with  exercise  of  right, . .181(e) 

Unpaid  memberships  328-331(E) 

Midland  Cooperative  Whole- 
-sale  V,  Commissioner 

 Page  131  footnote  56(T) 

  .'.  631-638(T) 

Mutual  plan  of  operation. 227-228(e) 
Nonagency  cooperatives: 

Discussion   229(E) 

Savings,  allocation 

methods,  accounting  2p8(E) 

Treasury  Department  ruling. 209( E) 
Nonagricultural  products, 

marketing. .  .  125(E) 

Nonexempt  activities.  See 

Barred  operations. 
Nonexempt  farmers'  cooperatives. 
See  Taxable  farmers'  coopera- 
tives .  ■ 

Nonexempt  v.  exem-pt  status, 

diagram  689 (E  and  T) 

Non-Federal  govern- 
ments, business  with  226b(E) 

Nonmember  business  and  nonmembers; 
(See  also  Business,  division 
of;  Equality  of  treatment  for 
patrons . ) 


Nonmember  business  and  non- 
members  ( Cont ' d) : 

Advantages  if  losses  arise. ,2U6(E) 

Agreements  with  ^57(3) 

 557-57S(T),  502(T) 

Need  for.  2U6(E) 

Patrons,  not  members  of 

main  association,  who 

deal  with  local  agent  178(E) 

Price  discounts  and  pre- 
miums for  quantity 

transactions  2U5(E) 

Retention  of  nonmember 's 

sl:iare  of  savings  2U7(E) 

 316b(S),  321-322(E) 

Superior  treatment  f or. .239-2U5(E) 
Taxable  income,  methods 

of  reporting  306-313(E) 

Nonmember-nonproducers; 
Nonproducer,  some 

types  discussed  193-202(e) 

Sales  to.  202(S) 

Supplies  and  equipment 

purchased  for — 

Business  volume  basis. U79-^81(E) 
Departmental  separa- 

-tions  ./  U87(S) 

Discussion   .kjG-kZzl^) 

Fifteen  percent  rule      ■  • 
applicable  to  non- 
members.  ...  U85(E) 

Limit.   ..U76-U78(e) 

Payers  of  extraneou-s 

income   .  .U8U(e) 

Transient  trade......  Ug6(E) 

Nonoperating  gains.  See 

capital  gains. 
Nonproducers.     See  Nonmember- 
nonproducers. 
Nonstock  cooperatives: 
Assessment  of  capital 

stock  tax. .  .   .U2(T) 

•  Rate  limitation.  521(E) 

Notification  to  patrons 

of  savings  or  refunds.  .  .31^315(S) 

Nursery  stock, ■ handling.  126(e) 

Objective  of  publication  I5 

Operating  expenses,  distri- 
bution among  patrons  ■..251(E) 

Operating  purposes  8S-226b(E) 
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"Ordinary  patrons, "  defined 

 Page  31  footnote  22(E) 

Organizational  papers.  See 

le^al  clructure. 
"Participating  rights,  " 

defined.   505(F) 

Patronage,  minor  257-290(S) 

Patronage- equity  ledger. U69-^72(s) 
"Patronage  method*  " 

defined  26^('E) 

Patronage  refunds*     (See  also 
Savings  -  Allocation. ) 

Aaouilt  *  5gU(T) 

Bares*  differing,  at 

"branches  275-27S(E) 

Business,   division  of  UlU(3) 

Declaration  within 

fiscal  year  •  76-78(E) 

Deferment  bOl(T) 

Dissolution  of  association U01(j:) 
Distribution,  departmental 

differences  

"Double"  refunds  2S6-297(3) 

Entry  r.  663(1) 

E7:clusion  from  com- 
putation of  gross  income — ; 
Accounting,  depart- 
mental •.680(T) 

Amount  declared  618(T) 

Easing  exclusion  on  net 

savings  682(T) 

Board  of  Tax  Appeals, 

statement  ^S6{ll) 

Bureau's  ruling  5 

62(T) 

Business  actually  done 

v/ith  refundees  66^(T) 

Declaration  of  refund. .. 59S( T) 
 5o6-613(t) 

"Deferred  patronage 

dividends".  653-655(T) 

G-enera,l  Co-ansel's 

Memorandum  1^895  ...  567(7) 

Implied  though  un- 
stated obligation  591(T/ 

Legal  foundation  for 

making  refunds  572(T) 

Liability  to  pay  5S5(T) 

 595-596(T),  650(T) 

Nonmen:bers,  payments  to  o55(T) 

Oxitional  or  voluntary 

refunds  586-58S(T) 

 593-59^(t),  605(t) 


Patronage  ref\inds  (Cont'd): 
Exclusion  from  computation  of 
■gross  income  (Cont'd)  — 
Paid  or  accrued  refunds 

 589-59^(T 

•Portion  of  refund  ap- 
plicable to  business 

done  with  members  5^9(- 

Prior  agreement  to  pay 

refunds  568(  T 

Jlefunding  program.  . .  -59 7-599 (T 
Sa.vings  actuiilly  refunded 
or  set  up  to  be  re- 
funded 558(T 

Savings  declared  payable 

in  capital  equities. ... 657( T 
Undeclared  but  allocated 

credits  583(T 

Year  of  exclusion. ... 6lU—6l7(  T 
How  and  when  patrons 
should  report  refunds 

for  income  taxation  659(T 

Illustration  5U3-5i+4(E 

Indirect  distributions  671-67^(T 
Limitation  to  one  general 

.refund  by  some  States. ... 284(E 
Maturity — 

Deferred,  consideration 

as  capital  shares  652(T 

Discussion  576(T),  597(T 

 .60S(T),  6l9-628(T 

Nonexcludable   670(  T 

Uonmembers,  made  to 

 ,.  577(T),  d55(t 

Notification  to  patrons 

 31M15(E),  660(T 

Payment — 

Agency  contract  in 

effect  117(E 

Manner  298-313(E),  576(T 

 598(T),  6US-651(T 

Order  319-320(E 

United  States  Government 
War  Bonds  and  Savings 

Stamps  151(5 

Records  2^)1(5),  67o(T 

Eeduction  by  future 

lojsses  U01(E 

Sales  to  the  Government 

 21^21g(E 
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Patronage  refunds  (Cont'd): 
Trucking,  auto,  not  re- 
lated to  marketing  or  . 
purchasing  functions ... 131C(E) 
Working  capital-  purposes, 

fund  for  597(T) 

Years  they  may  cover  265(T) 

Patrons:     (See  also  Members; 
llonmember  business  .and 
nonmembers. ) 
Effect  on  income — 
Contributions,  auto- 
matic H6l(E) 

Savings  distributions 

 3C6-312(E) 

Payment  of  credits  upon 

withdrawal  33^-339  (E) 

Petroleum  cooperatives  102(E) 

Picking  services,  groves  96(E) 

Plants,  handling  126(E) 

Pooling: 

Adjustments  applicable 

to  prior  years  U03-UoU(S) 

Expenses  and  sales 

proceeds  252(E) 

Plans  233(E) 

Price  discrimination. . 3^0-3^8 (E) 
Proceeds,  classification. . 259(E) 

Price  discounts  2U5(E) 

 257(E),  355(s) 

Price  stabilization  eff orts. .9^(E) 
Prices : 

Differences  not  discrim- 


inatory 3U9-351(E) 

Discrimination  3^0-34-6  (E) 

  671-67U(T) 

Processing  cooperatives  96(e) 

 10i+-105(E) 

producers : 

Cooperatives  considered 

as  198-201(E) 

Defined  193-197(E) 

Producers'  Produce  Co. 

V.  Crooks  3^0(S) 

Production,  basic  100-103(S) 

Products  of  members  189-192(E) 


"Profits,"  term  discussed. . .180(e) 
Proof  of  exemption.  Internal 

Revenue  Regulations. .P?ge  153(E) 


Purchase-and-sale  cooperatives. 

See  Nonagency  cooperatives. 
Purchases : 

Prom  members  who  purchased 

from  others  552-553(E) 

From  nonproducers — 

Departmental  separations 

..12^(E),  212(S),  215-219(E) 
Effect  upon  exemption. .. 113( S) 
Emergency  purchases  llU-112(3) 

For  blending  121-123(3) 

Informing  Commissioner. . 117(e) 
Slack-season  purchases 

 119-120(E) 

From  other  cooperatives 

 3^7-3^8(E) 

proved,   as  basis  for  ap- 
portionment of  savings. .291(E) 
"purchasing, "  term  inter- 
preted 102(S) 

Purchasing  cooperatives: 

Accounting  25b-258(E) 

 269-273(3) 

Internal  Revenue  Code  and 

Regulations. . .Pages  155-158(E) 


Locker  and  freeze  pro- 
cessing business  IIO(S) 

Mar.-ufacturing  products  sold 

■    in  su-oply  department. ..  .105 (  E) 

Operating  methods  256-258(e) 

Piirchasing  agent,  con- 
sideration as  231(E) 


Savings,  allocation  bases  2d8(E) 

Purchasing  department,  pur- 
chase of  farm  products  by 
a  governmental  agency  from 
a  marketing  association 

 "  213-218(S) 

Purposes  of  cooperatives. 
See  Operating  purposes. 

(Quantity  x)remiums  and 

discounts  2U5(e),  35U-358(E) 

Real  estate  operations 

by  cooperatives. .131a(E),  1UU(e) 

Realty  Bond  &  Mortgage 
Comp^my  vj  United  States 

 Page  139  footnote  57(T) 

Records,  uatronage  and 

equity.'.  368(E),  kGj-hj^i'^) 
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Pefunds: 

Patronage.     See  Patronage 
refunds. 

Taxes  2h,  US-U9 

Rental  of  cooperative's 

plant  131B(5) 

Hequirements  for  exemption: 

Detailed  '  8b-553(E) 

(See  also  the  Contents, 

p.-'-gec  iv-vi.) 
Summary  by  writers  of 

this  report  86-87(E) 

Heserves:     (See  also  Savings.) 
Accruals  of  expenses, 

estimated  "^27(3) 

Allocated — 

Compared  with  deferred 
liability  for  .patron- 
age remands  371-372(E) 

Payment  258-299(3),  301(S) 

Written  instruments  37^5(3) 

Allocation — 

Action  recommended  for 

cooperatives  37^(3) 

Continuing  situation. .. .369( 3) 

Retroactive  377(3) 

To  all  patrons  39^-395(3) 

Certificates  299(3) 

Charge  of  operating  . 

loss  against  3^7(3) 

Compared  with  corporate 

.  surplus  ^21(3) 

Conversion  into  cp.pital 

stock  or  other  capita.1 

shares  ^52(3),  ^5^(3) 

Defined  372B(3),  Ul6-U21(3) 

Depr ec iat i on  . 3 60( 3) ,  U39a( 3 ) 

Educational  fund  ^26(3) 

 ^33-^35(-3) 

Elimination  ^^53(3),  ^55(3) 

Fertile  Dairy  decisions 

  .36U-366(3) 

Future  lo  sse  s   kk2-khh{  3) 

Ledger  record...  1+70-^71(3) 

Limitation  UU6-UU9(3) 

Necessary  ^23-1+27(3),  436-^51(3) 
Nonoperating  or  nonessential 

investments,  effect  1^+9-150(3) 

Savings  retained  as  298(3) 

Special  386(3),  U28-U29(3) 


Reserves  (Cont'd): 

States,  requirements. .U3C-U35(e) 

 :  6o3-6oU(T) 

Uncollectible  receiv- 
ables ^39B(3) 

Use  of,   to  absorb  share 

of  loss  in  later  year . . .^00( 3) 
Returns:  • 

Accrual  basis,  savings 

distributions  307-309(3) 

Cash  basis,  savings 

distributions   310(E) 

Filing  by  cooperative  after 
Commissioner's  adverse 
ruling  on  exemption  25 

Filing  by  tax-exempt  co- 
oper?.tives — 

Collectors'  positions. ... 7^(e) 
Cor:m.issioner '  s  position. ,  73('S) 

Discussion  67-75(  2) 

Opinion  of  writers  of 

this  report  75(s) 

Information  690-693(3  and  T) 

Savings  distributions 

made  in  noncash  f  orm.. . .  .313( 3) 

Subsidiaries    165(E) 

Revocations  of  exemption:- 
Price  stabilization 

efforts,  result  9^(3) 

■    Rulings  83-8^(3) 

Revolving  capital  ple.n  of 

•  finpjicing  U62-U66(3),  501(b) 

Sales  proceeds,  distribu- 
tion 25^(3) 

Sales  to  nonproducers : 
Comparison  between  sales 
to  governmental  and  non- 
governmental agencies. . .219(3) 

Scope  202(3) 

San'  Joaouin  Valley  Poultry 
Producers  Association  v. 

Commissi'iner  639-6U7(  T) 

Santee  Club  v.  White  lUU(E) 

Savings :     ("See  also  Reserves.) 
Allocation — 

Arising  from,  extraneous 

income-.  .  . .  -.  •.  -.  1U2(E) 

Arising- f  rom-  service 

f  ees . .            •.  •.  1U0(3)  ,  223( 3) 
Eases. .   268-273(3) 
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Savings  (Cont'd): 

Allocstion  (Cont'd) — 
Depg rtnental 

illustra.tion  280  (E) 

Discuf^sion.  .26U^267(S) ,  379(E) 
Participation  by  c^i-oit^l 
shareholders,  restric- 
tion 373(2).  5il(s) 

Patronage  basis.  2U8(E) 

 368(E),  510(S) 

Proved  -ourchases  as 

basis.  291(3) 

Provision  that  should  be 
included  in  legal 

papers. . . . . .   370(E) 

To  payers  of  extr?.neous 

income  lU2(E),  3gl(E) 

Transient  trade  293-295 (E) 

Unallowable  methods  28l(S) 

'  Conditions  under  which 

taxable  570  (T) 

Credits  v/ithout  definite 

maturity  302(E) 

Distribution — . 

By  capital  eauities  not 

■evidenced  in  writing.  .'^'^O(S) 
Constructive  receipt 

of  cash  311-312(3) 

Deferred  payments  to 

nonmembers.. . ... . .32U-327(E) 

Eauality  in  payment  316(E) 

Forms — 

ApToroval  in  cooperp.- 

tive's  legal  papers. 305(E) 
Difference  in,  for 

paymf-nt  to  nonmembers 

and  members. . .   7l6D(S) 

Noncash,  amount  re- 
portable by  r)?trons. 313(E) 
Pro-oerty  owned  by  as- 
sociation 303 (e) 

United  States  G-overnment 
War  Bonds  and  StamDs 

 .30U(E) 

Written  instruments. . .300(E) 
Reports  on  a.ccru?l  basis 

by  patrons..'  307(E) 

State'  laws  317(E) 

Division  SG^— 667('^) 

Illustrations  ..5^5-51+6(2) 


Savings  (Cont'd): 

Minor,  carrying  over 

for  a  year  285(E) 

Minor  patronage...  287-290(S) 

Patronage  refund  Day- 
able  (Liability)  :^02(S) 

Reduction  by  no nop orat- 
ing loss  67c(T) 

Terras  "savings,"  "operat- 
ing savings,"  "total  net 
savings"  discussed. ,26l-263(E) 

United  States,  business 

for...  207(3),  2lU-218(3) 

Sea  products,  handling. .125(E) 
Service  cooperatives: 

Discussion  96-<^S(E) 

Mutual  plan  of  opera- 
tions  229(E) 

Savings,  allocation 

bases  « .2'-'8(3) 

Services  on  fer  basis: 

Accounting,  de-oartmental.  .138(3) 

Activities  of  exem-ot 

eoo"Dera,ti  ves    98(E) 

■For  the  United  States 

 220-223(3) 

Services  related  to  supply 
transactions: 
Fifteen  percent  rule, 

applicability  U82(3) 

Rendered  by  exempt  co- 

oiDPr-  tive,  °^( 3) 

Shrubhr-ry ,  handling.  126(E) 

Social  ?^ecurity  t^x: 

^xemution   5^-^(E) 

Payment  .681  (T) 

S-oraying  services,  groves. ..  .^'7(3) 
Stoc'"':  cqoDrr^tives  comTj^red 
vdth  commerci==l,  profit- 
motive  corporations. . . 513-515 (^) 
Subcontractors,  deh^/dra- 

tion.  ,. ,.  .225(3) 

Subsidiarios  of  cooperatives: 
(See  also  Af f  ili^^tes. ) 
Advances  found  uncollect- 
ible and  charged  off  as 

bad  debts  16o(E) 

Board  of  Tax  Ap"oeals  st^'te- 
ment  concerning  association 
that  o-oerj^ted  a  commercial 
dep=»rtment  on  a  nonco- 
O"oerative  basis  16q(E) 
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Subsidiaries  of  cooperatives. 

Cont'd): 

Capit?!,  investment  of 

rjqrent  or^pnization  in...  160 (S) 

Commercial  167-16?(E) 

Fet  incorre  earned  hy 
wholly-ovned,  .disposi- 
tion. .  *  15S(S) 

Kor.exera-ot ,  economic 

need  for....  l6°-170(E) 

Nonexe.T.-ot  sub siiiary '  s 
operations,  v/hen  corc- 
bined  vith  those  of  the 
exempt  -oarent  organi- 
zation.. 15^(3) 

Operption  at  a  losp,  effect 
upon  finances  of  parent 
organi  zation  159(E) 

Ovmership — 

ni  scussion  152-157(3) 

Effect  upon  exemption 

questions  '.li^l(3),  175(S) 

■Transfer  by  a  co- 

OToerative  173  (^) 

Parent-subsidiaiy 
relations — 

Bureau's  P.egulatiors  IO3 

 i^u(s) 

Definition  163(3) 

Payment  of  net  incor-e  as 
rental  fee  to  -oarent 

corporation  16^(3) 

Returns ,  preoa ration. . . . . . .165(3) 

•Suits,  procedure  22-26 

Supply  bu<^iness.     (Se*^'  also 
Nonmenber-nonr) reducers  - 
Supolies  pnd  eaui-^nent 
purchased  for.) 
Fees  from  locker  and  freeze- 
processing  business,  side- 
line activity  110(3) 

"Supplies  and  eaui-omcnt," 

defined  106-108(3) 

Surplus:     (See  ^Iso  P.eservps.) 

Terra,  discus-ion  '+20(3) 

Tax  calculation  illus- 
trated rgS(T) 

Tax  deficiency  assessments, 

procedure  before  issuance  23 


Taxable  famers'  cooperatives: 

Asses'^rnrrrt  s  for  Feder?,l 
taxes  other  than  income 
tax-s  U2(T) 

Corroutation  and  account- 
ing reouirrm^nts  6'^'^-6S5(-) 

Legal  or' corporate 
reguirrinents — 

Di  scussion. ,  572-6lS(T) 

Indcf i-n-it provi- 
sions  5SO-5S2<T) 

Legislation  and 

regulations  appli- 
cable; to;  6(T) 

NoTiexcTr.ot  v.  exer;pt 

status,  disgr^m  6S^(3  and  T) 

Pool-type  cooperatives. . . « .56o(T) 

Ouestion  ^s  to  consid- 
eration as  producer- 
member  of.  exeraot 
farmers'  association  186(3) 

Refund  payment  rc— 

cuirrments. ,   .610-662 (T) 

Savings  refunded  to 
,  patrons,  effect  . . 5^^g-55q(T) 

Tax  r^- f -dnds , ,  ,  2^4,-  Ug-Ug 

•  Ta.x  statutes  and  ■ 

regulations   •  5':'4-555(T) 

Taxable  status,  when 

pr-'f  erred  55^-557  ( '^) 

Taxable-  year  66g-66Q(T)- 

Telephone  companies, 

muttu?!  or  coopcr^^.tivo  l'+(B) 

 ...Page  159(^^) 

Tenants,  classifica- 
tion as  producers...  196(3) 

Terminology  .Ul3-U2l(3)  . 

Timber,  h-ndli ng  12(^-1^0(3) 

"To  reduce  thr  cost 
of  the  articles, " 
term  dip.cussed  673-67^(T) 

Transient  tr^de  2^3-2?5(3) 

TrucVing,  puto,  not 
related  to  marketing 
or  punch--' sing  func- 
tions  13lC(3) 

Uniform  Printing  &  Supply 
Cc.  V.  CoT^i  s-^ionpr 

 P^ge  1?U  footnote  5l(T) 


United  States,  "business  for: 

Business,  division  of  Ui1(e) 

Discussion  203-226b(S) 

Equality  of  treatment 
for  patrons,  inappli- 
cability of  policy  U05(E) 

Fifteen  percent  restric- 
tion not  applicable  USg(E) 

Purchases- from  commer- 
cial dealers  211-213(3) 

 ;..;..22U-226a(E) 

Services  220(S) 

Storage  or  other  fees  paid, 
by  governmental  agencies 
that  do  not  have  title 

to  commodities  222(E) 

Transfers  of  transactions 
"between  marketing  and' 
purchasing  associations, 
tables  showing  fnree  hy- 
pothetical plans  216-218(E) 

United  States,  Congress, 
Senate  Committee  on 
Finance,   statement  re- 
garding exemption  stat- 
ute for  farmers'  cooper- 
atives VLnder  Revenue  Act 

of  1926  ■.  . .  .-.  15^(3) 

United  States  Government  "War 
Bonds  and  Savings-  Stamps; 
Investment  of  coopera,tives 

in  -.151(3) 

Payment  of  savings  dis- 
tributions in  ....30^(3) 


"Valparaiso  Grain  &  Lumber 

Co,  V.  Con^raission^-r 

 .Page  147    footnote  61(T) 

Voting  riights: 

Cancelation  on  basis  of 
failure  to  patronize 
association  5^2(3) 

Honpatrons,  held  by. ...  .1+97-^-98(3) 

Nonproducers,  held  by. . .U95-U96(E) 

Nonstock  associations, 

use  by  UqU(e) 

One-man,  one-vote 

principle  359(^),  515(3) 

Eemedies  when  substantial 
number  of  voting  shares 
become  property  of  out- 
siders  500-502(3) 

Report  of  decrca-ses  or  in- 
creases in  proportion  of 
voting  rights  held  bv 
nonproducers  or  by  non- 
patrons  ■  ^99(3) 

Ri ght  to  vote  compared  with 

exercise  of  right  ^53(3). 

Statutory  provision   ^90-^92(3) 

When  a  patron  us\ially 

acquires  182(3) 

Wartime'  activities,  effect 

upon'  eligibility  for 

exemption  21(3) ,  .  22U-22dA(E) 

Writers  of  this  report, 

relation  of  views  to 

Government  agencies.  8 
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